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TUESDAY, JUNE 16, 1953 


House or RepresENTATIVES, 
CoMMITTEE ON Ways AND MEANS, 
Washington, D. C. 


The committee met at 10 a. m., Hon. Daniel A. Reed (chairman) 
presiding. 

The CuarrmMan. The committee will come to order. 

This morning the Committee on Ways and Means will begin public 
hearings directed toward the revision and overh: iuling of the Internal 
Revenue Code. It is expected that these hearings will continue several 
weeks. Testimony will be confined to 40 topics adopted by the com- 
mittee for consideration. 

The original staff work was begun on this revision project in the 
fall of last year. In response to a questionn: uire seeking suggestions 
for improvement of the Internal Revenue Code, thousands of replies 
were received from individual taxpayers, businessmen, tax practi- 
tioners, and representatives of various professional groups and trade 
associations. The suggestions received have been given careful con- 
sideration. Study groups composed of tax technicians and experts 
have been established to further aid the committee in its work. 

We have now reached the public-hearing phase of this revision 
undertaking. The committee has received hundreds of requests to 
be heard from citizens in all walks of life. The advice and counsel 
that these witnesses give the members of the committee will be of 
inestimable help to us in our work. 

It is the committee’s plan to have legislation ready for consideration 
next January based in part on the suggestions th: at have been offered 
and that w ill be offered during these hearings. 

A tax revision predicated on simplicity and equity is long overdue. 
Too often in the past major tax legislation has been enacted which 
has not been properly considered by the Congress. The result has 
been a hodgepodge tax code that is an anathema to the taxpayer, the 
tax practitioner, the Bureau of Internal Revenue, and the courts. 

It is the hope of the committee that the culmination of this revision 
work will be an Internal Revenue Code that will found our tax laws 
on the basis of equitable impact of clearly defined tax liability. 

Without objection there will be inserted in the record at this point 
a list of the 40 topics that will be considered by the committee during 
the course of these hearings. 

Topics 


(Listed in sequence of consideration) 


1. Qualifications for the dependency credit (including such problems as to 
whether dependency exemptions should be granted for foster children, whether 
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a dependency exemption should be apportioned where 2 or more taxpayers are 
providing the support, and the problem arising where an individual who other- 
wise would be a dependent earns over $600 of income). 

2. The expenses of child or dependency care for working wives, widows, etc. 

3. The deduction of medical and dental expenses (such as problems relating 
to the 5-percent minimum, the maximum dollar limits, and the coverage of the 
deduction). 

4. Deduction of charitable contributions, interest, taxes, and casualty losses. 

5. College and educational expenses (including the unusual school expenses 
of dependents and also the professional educational expenses of the taxpayers 
themselves). 

6. Business expense deductions from adjusted gross income (such as traveling 
expenses, entertainment expenses, work clothes, and the relationship of these 
deductions to the standard deduction). 

7. Alimony and separate maintenance and support payments. 

8. Income-splitting and head-of-household provisions, 

9. Averaging of income (such as modifications of sec. 107 to provide a different 
type of averaging and coverage of types of income not now provided for by that 
section). 

10. Earned-income credit. 

1. The time and manner of filing returns, and declarations for individuals. 
2. Withholding. 

3. Employee death and disability benefits. 

4. The 3-percent-annuity rule. 

0, Stock options and deferred-compensation plans. 

16. Pension and profit-sharing treatment provided by sections 165 and 23 (p). 

17. Techniques for alleviating double taxation of dividends. 

18. Accounting principles (such as those relating to timing and correlation in 
reporting income and expenses). 

19. LIFO inventory accounting. 

20. Depreciation and amortization. 

21. Research and development expenditures. 

22. Capital gains and losses including problems relating to basis. 

23. Income taxes of lessor paid by lessee. 

24. The net operating loss. 

25. Cancellation of indebtedness. 

26. Consolidated returns and intercorporate dividends. 

27. Corporate reorganizations and distributions. 

28. Statute of limitations, assessment and collection of taxes, and penalties. 

29. Partnerships. 

30. The various provisions relating to income derived from foreign sources. 

31. Income-tax treatment of estates and trusts. 

32. Treatment of bad debts (bad-debt recoveries, bad-debt reserves, and 
deduction of nonbusiness bad debts). 

33. The determination of taxable income inclusions and exclusions. 

34. Gift- and estate-tax problems. 

35. Excise-tax problems (exclusive of those relating to rates, to new taxes, 
or to removal of existing taxes). 

36. Retirement funds for self-employed and others not covered by existing 
pension plans. 

37. Exclusion of pension and retirement income from specific types of em- 
ployees. 

38. Depletion and exploration expenditures. 

39. Improper accumulation of surplus (sec. 102). 

40. Excise-tax rates. 
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TOPIC 1—QUALIFICATIONS FOR THE DEPENDENCY CREDIT 





The Crarrman. The first topic to be considered this morning will be 
qualifications for the dependency credit. 

We will hear first from Members of Congress leading off with 
Congressman Multer. Before he proceeds, the Honorable Fred Mar- 
shall, Democrat of Minnesota, would like to submit a statement for 
the record. Without objection, it is so ordered. 
(The statement above referred to is as follows :) 
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STATEMENT OF Hon. FRED MARSHALL, A REPRESENTATIVE IN CONGRESS FROM THE 
STATE OF MINNESOTA 


Mr. Chairman, the intent of H. R. 522, which I introduced on the first day of 
this session, is to correct an injustice in the Internal Revenue Code imposed upon 
foster parents during the probationary period before adoption of a child. While 
the effect of the code’s failure to provide credits for such dependents may be 
limited to a relatively small group of taxpayers, it is simple justice that this 
Congress correct the obvious oversight. The test of dependency for purposes 
of income-tax credit should rightfully include children for whom foster parents 
assume full legal liability during the waiting period prior to entry of a formal 
adoption decree. 

Section 25 (b) (3) of the code sets forth the relationships which constitute 
dependency upon the taxpayer for income-tax credits. The relationships listed 
apply to a legally adopted child the same as though he or she were a blood child, 
The section, however, neglects to include within the degree of relationship or 
dependency the child supported by foster parents during the legally required pro- 
bationary period. To correct this situation, it is recommended that the commit- 
tee adopt the language of H. R. 522 in amending the code. 

The bill declares that a child shall be considered a child by blood if the tax- 
payer has obtained custody of the child for the purpose of adoption from a State 
agency or private agency approved by the State and has accepted legal responsi- 
bility to support the child. 

Either by specific agreement or by implication of State law, foster parents as- 
sume all legal liability for the child’s care and interest, including medical care, 
clothing, and all of the other normal expenses of raising a child, They have 
assumed this obligation as fully as the blood parents of a child assume it at 
birth. Surely then they should share in the privilege granted other parents, par- 
ticularly when we readily admit that present dependency credits often fail to 
represent the actual costs of supporting dependents. 

Department of Health, Education, and Welfare figures indicate that approxi- 
mately 80,000 petitions for adoption are filed in our courts each year. In nearly 
all of these cases, the child hus been placed in the adoptive bome for a probation- 
ary period varying from 3 months to a year before the petition for formal adop- 
tion is made. It is during this period that the taxpayer assumes full responsi- 
bility without sharing in the privilege accorded other parents. 

Thirty-nine States and the District of Columbia have laws which require that 
the child reside in the adoptive home for a period of time before adoption. 
Twelve States require a 1-year waiting period and 19 States require a 6-months’ 
period. Seven States have discretionary waiting periods fixed by the courts or 
regulations but the waiting period is specifically required by law. In the 9 States 
where laws do not specifically require waiting periods, regulations have been 
promulgated to require either a probationary period or to delay the full effect of 
the adoption decree for a similar period. In all cases, both State and private 
agencies require the prospective parents to assume full financial responsibility 
for the care of the child during these periods. 

In my own State of Minnesota, the law requires that the child live in the home 
of the foster parents for 1 year before a formal adoption decree can be entered. 
During this year the foster parents are expected to pay all expenses incurred in 
providing a home for the child. Many are eager to accept this responsibility 
and each child placed in such a home reduces to that extent the expenses of 
publie or private care for homeless children. 

This, of course, is not the first consideration in placing a child for adoption, 
but it is added reason to encourage foster parents in every way possible. Surely 
the State and society benefit, as does the child, when a home is offered to a home- 
less child. All of us know the high cost of public care in our States and the cost 
at best cannot substitute for the care of the child in a home. 

I am aware that the committee is concerned with improving all of the inequi- 
ties and cumbersome provisions of our tax laws. And while this may involve 
only a few families and a minor provision of the law, I am sure that the com- 
mittee will recognize the justice of this amendment. I appreciate the oppor- 
tunity of presenting my views and want to thank the chairman and the commit- 
tee for their consideration. 


The Cuatrman. Now, Mr. Multer, if you will give your name and 
the capacity in which you appear, we will be very glad to hear you. 
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STATEMENT OF HON. ABRAHAM J. MULTER, A REPRESENTATIVE 
IN CONGRESS FROM THE STATE OF NEW YORK 


Mr. Murrer. Thank you. My name is Abraham J. Multer. Iama 
Representative from the 13th District of New York. 

Mr. Chairman and members of the committee, I appreciate the op- 
portunity to come here and submit my views. I will try to be brief, 
because I know you have a long calendar. 

My immediate interest is in H. R. 2736, which in principle is the 
same as H. R. 1274 and several other bills that have been introduced 
by other Members of Congress, looking toward larger exemptions on 
behalf of those persons who are supporting children as mothers and 
who must hire outside help and those who are putting children through 
school. The principle of all those bills is the same. 

A $600 tax exemption is not enough to cover the expenses that are 
entailed in such items, and I think no one can argue that the tax 
exemption should not be extended so as to cover those situations. 

H. R. 2736 is under topic 1 and 2, which you are now considering, 
while H. R. 1274 has been assigned to topic 5. So I will address 
myself briefly to H. R. 2736. 

Originally, the law did provide that a person who was supporting 
children other than natural or adopted children was permitted to 
deduct a fixed exemption for the support of such children, and I think 
it was some years ago—in 1944—that we changed the law and that 
exemption was taken away. My bill seeks to again give an exemption 
to parents under those circumstances. 

I think a parent who is employed—and I am talking mainly of the 
woman in the household—if she must seek employment or both par- 
ents are employed because it is necessary for them both to be em- 
ployed to earn enough to keep the family together and bring up their 
children in accordance with what we know to be American standards, 
I think a provision should be made for additional deductions for tax 
purposes so that they can properly care for those children. 

I think the privilege should be extended not only to parents but to 
persons who stand in the nature of parents who are supporting 
children in lieu of parents. 

Mr. Mason. Let me get this clear. You are pleading for parents 
with natural children, and you are pleading for parents of foster 
children ? 

Mr. Muuter. Yes, sir. 

Mr. Mason. And you are also pleading for others who have for some 
reason taken some children to take care of ¢ 

Mr. Mutter. Yes, sir; persons who have voluntarily assumed the 
place of parents. We have a situation in New York City particu- 
larly—and I think the same situation prevails throughout the 
country—where before permitting a person to adopt a child they will 
require the child to live with those persons, and sometimes the law 
requires that they live with those persons for as much as a year or 2 
years in order to determine if the person will make a proper foster 
parent and whether the person can give the child the kind of care and 
attention it needs. During that period, that person has no tax relief, 
and certainly that person stands in the ‘pl: ice of the parent, has all of 
the burdens of a parent, has all of the expenses of a parent. And there 
are many other cases 
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Mr. Coorrr. It is your position, then, that any person who stands in 
the position of loco parentis should be recognized for this dependency 
exemption ¢ 

Mr. Mutter. That is correct; yes, sir. 

Mr. Mason. Wait a minute. Under Illinois law, every teacher is in 
loco parentis and can deal exactly with the child as the parent can. 
Now, do you mean if I am a teacher with a thousand children, that 
would apply ¢ 

Mr. Mutter. No. I do not know the law of the State of Illinois, 
but surely it does not provide that a teacher with a thousand children 

shall provide for the support of the children—-buying their food, buy- 
ing their clothing, and providing shelter. 

Mr. Mason. No. But the school law of Illinois s: ays that the teacher 
shall be in loco parentis. 

Mr. Mutter. But surely it goes a little further, does it not, and says 
“for the purpose of teaching the child” and disc iplining the child but 
not for the purpose of supporting the child and giving it shelter, food, 
and clothing ? 

If you are in agreement with the principle, then certainly we can 
except a situation like the Illinois law, and I think that is the com- 
mon law, that the teacher stands in the place of the parent but not for 
the purpose of supporting the child but only for the purpose of teach- 
ing. 

The Cuatrman. Does your bill go so far as to say they are eligible 
for this exemption during the time they are going through the court 
process of adoption ? 

Mr. Mutter. I think surely during that period they should have that 
privilege. And I say beyond that, because you have this situation in 
many States: where the parent is unable to support the child, it turns 
the child over to the welfare authorities and the welfare authorities, 
with the consent of the parent, will board that child out with another 
family who can care for it. The parent does not want to give up the 
child, does not want to let the child be adopted; yet he or she cannot 
support it, and another family supports that child. That may go on 
for 3,5, or 10 years. That family has assumed the burden of sup port- 
ing the child, and that head of the household who has that child in 
cases of the parent being relieved of the burden of supporting the 
child, stands in the place of the parent in taking over that burden and 
ought to get the same tax exemption as he would if he had adopted the 
child. 

Mr. Kean. But that child is usually paid for by the State; at least, 
in New Jersey the State pays for that child. 

I think there is a lot of merit in what you say about the person who 
has to wait before the child can be adopted. I know in our New 
Jersey law they require about a year of probation. 

Mr. Mutrer. Yes. 

Mr. Kein. And certainly any person on probation who is going 
to adopt a child figures he is going to continue to have him and figures 
it is his child. I think there is a lot of merit in that, and I think 
he should be given an exemption. But as to those people who are 
paid—— 

Mr. Mutrer. I do not have in mind those who are being paid, be- 
cause it would balance out. The amount of money they would receive 
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would be reported as income, and it would balance out. I have in 
mind those who are not being paid by the welfare agency or by the 
State but are carrying the full burden by themselves. 

Mr. Coorrr. I happen to know of a case a number of years ago 

where a man and wife had 12 children of their own and the man’s 

ister died, leaving 6 children. He just took those 6 in with his 12 
and reared all 18 of them, and you could not tell the difference be- 
tween the man’s children and his sister’s children. They were all 
in the same household; they were all reared in the same way. He 
prov ided for one the same as he did for the others. 

That is what you are talking about? 

Mr. Mvutrer. That is the situation I am talking about. I do not 
know of any situ: ition with as many children as you mention—— 

Mr. Coorrr. People do not have as many children as that now, but 
that occurred a number of years ago. 

Mr. Moctrer. But whether it is 1 child or 6 children, the principle 
is the same, and the person who steps in and does the job should get 
consideration. 

The Cuamman. Does that conclude your statement? 

Mr. Muurer. Yes. 

The Cuarmman. We certainly thank you for your appearance and 
the information you have given the committee, 

I would like to make this announcement. I would like to have 
the clerk furnish each member of the committee with the bill intro- 
duced by a Member who is appearing here so that we can glance it 
over and have it before us at the time. 

Mr. Kran. I do not think the situation Mr. Cooper talked about 
would be covered under the law, because the law defines a dependent 
under section F as a son or daughter, brother or sister of the taxpayer, 
so that that case of 18 children would be barred. 

Mr. Coorrr. Irrespective of what the number is, you mean to apply 
it to any case of a similar type where children are taken into the 
home and treated and cared for as children of the parents? 

Mr. Mutter. Yes; in the home, whether they are of blood relation- 
ship or not, I think they should be taken care of by appropriate pro- 
vision in the law. 

The Cnamman. We thank you, Mr. Multer, for your appearance 
and the information you have given the committee. 

Mr. Muurer. Thank you. 

The Carman. I would like at this point, if there is no objection 
on the part of the committee, to introduce as part of the record a 
statement of the Honorable Carl D. Perkins, of Kentucky. 

(The statement above referred to is as follows:) 





STATEMENT BY Hon. Cart D. Perkrns, SEVENTH District, KENTUCKY, ON TAXES 


Mr. Chairman, members of the committee, I appear here this morning in behalf 
of H. R. 1059 (a bill which I introduced early in the session) which proposes to 
increase the personal-income-tax exemption of a taxpayer from $600 to $800. 

I well realize the solvency of our Government is of paramount importance to 
all Members of this body. I realize that there has always been some conflicting 
opinion in regard to the allowance of an exemption for the taxpayer and his 
dependents. However, we have adopted in our system of taxation the income 
exemptions. It seems that in the past we have appraised these exemptions on 
the “living costs” theory, which is based on certain practical social and economic 
considerations as well as on humanitarian principles. 
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It seems to me that we should concern ourselves about the standard of living 
of all groups in approaching this problem of tax reduction. An exemption 
should be granted which will permit the taxpayer to furnish his family with the 
minimum necessities of life such as adequate food, shelter, and clothing, and 

lso to educate his children at a standard in accordance with that which our 
educational system affords. We all must make sacrifices in this emergency in 
order to provide the revenue to our Government so that it can effectively prepare 
itself against the dangers of communism. I also well realize that it would not 
be fair or patriotic to ask for exemptions which might impair the collection of 
that necessary revenue. Therefore, I am asking only that a fairer exemption, 
namely, $800, be granted. I do feel that the exemption should go as high as 
$1,000, but I well realize our financial predicament at this time 

Let us consider briefly why it is only equitable that the exemption which was 
fixed at $600 by the Revenue Act of 1948 should be raised. Even if we were to 
assume that in 1948 an exemption of $600 was fair, we need only to compare 
recent cost-of-living indexes to see that this fairness no longer exists. I am 
very much concerned about how these low-income groups can afford to pay taxes 
when many of them apparently do not have enough to pay for even the necessities 
of life. Certainly, some relief through higher exemptions should be forth- 
coming out of justice to these low-income groups so they can afford at least ade- 
quate food, shelter, and clothing before being taxed, and enable the coal miner 
or some tenant farmer to send his children to college. I have always felt that 
the low-income groups more than share a fair portion of the country’s burden of 
taxation in accordance with their incomes and ability to pay. Furthermore, 
these low-income groups do not escape paying for benefits received from their 
Government, 

I further realize that it would not look good to cut business taxes without 
granting individual relief at the same time. I know that the leadership is 
confronted with a problem. The excess-profits tax which was enacted in Decem- 
ber of 1950, by a Democratic Congress carries an expiration date of June 30. It 
may well be contended that if no relief is forthcoming to the little taxpayer, this 
Congress will be accused of favoring corporations at the expense of the little 
guy. 

The tax bill which provides an 11-percent raise on individual incomes was also 
enacted by a Democratic Congress following Korea, but that bill expires on 
December 31, 1953. The Reed proposal merely moves forward the expiration 
date on the post-Korea 11-percent income-tax increase from the end of this year 
to June 30. 

I feel that this committee should act now in order to give some help to the 
persons in the low-income groups. It is hoped that these meager but helpful 
savings can be provided for those who are in need of this help by raising the 
personal exemption of $600 to $800. This relief, by all means, should be granted 
during the present session of Congress. In the event we are able to cut our 
military i in the future, higher exemptions should be granted to the indi- 

vidual income-tax payer. I hope this committee will report our H. R. 1059 at an 
early date. 


The CHarrman. We will next hear from Hon. Victor Wickersham. 


Please give your name and the capacity in which you appear for the 
benefit of the record and we will be ver y glad to hear you. 


STATEMENT OF HON. VICTOR WICKERSHAM, A REPRESENTATIVE 
IN CONGRESS FROM THE STATE OF OKLAHOMA 


Mr. WickersHam. My name is Victor Wickersham. I am Repre- 
sentative from the Sixth District of Oklahoma. 

Mr. Chairman, my bill merely increases the present exemption 
from $600 to $1,000 as defined in the Internal Revenue Code. 

The CHamman. Have you figured how much that will cost in 
revenue? 

Mr. Wickersuam. I have not. 

The Carman. I just want to say, because there will be others, 
perhaps, with similar bills, that to increase the exemption from $600 
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to $1,000 would cost the Government pretty close to $9 billion in 
revenue. We all favor high exemptions, but we have to take into 
consideration the cost to the Tre “asury. 

Thank you very much. 

Mr. Wickersuam. Thank you, sir. 

The Cuarrman. The next witness is Mr. Thomas N. Tarleau, 
chairman, section of taxation of American Bar Association. 
We will very glad to hear you. We recall you with great pleasure. 


Just give your name and the capacity in which.you appear for the 
record. 





STATEMENT OF THOMAS N. TARLEAU, CHAIRMAN, SECTION OF 
TAXATION, AMERICAN BAR ASSOCIATION 


Mr. Tarteav. My name is Thomas N. Tarleau. I am appearing 
before your committee as vhs airman of the section of taxation of the 
American Bar Association. The American Bar Association wel- 
comes this opportunity to appear before you and to present its views 
on quite a number of the topics which the committee has indicated 
will occupy its attention during these hearings. The detailed recom- 
mendations of the American Bar Association for changes in the tax 
law were incorporated in H. R. 4775 and H. R. 4825, 82d Congress, 
Ist session, which were introduced by Representatives Reed, of New 
York, and Camp, of Georgia, in July of 1951. In addition to the 
recommendations which were put into statutory language in the Reed- 
Camp bills, further recommendations for statutory changes have been 
adopted by the American Bar Association. The association intends 
at the appropriate time to appear either through one of its officers 
or to file additional statements. I understand that this is in accord- 
ance with the policy that your committee is adopting, which is to 
limit discussion to the particular topic under consideration at the 
time. 

The Cuatrman. That is correct. 

Mr. Tarteavu. With regard to the first of the topics which this com- 
mittee is considering, the American Bar Association has but one 
statutory change at the moment to recommend. It deals with the 
problem of wages paid to dependents. Under existing law a tax- 
payer is permitted to claim a deduction in computing his income tax 
for wages paid by him to a person who is a dependent and for whom 
he claims an exe mption. Since these wages reduce the extent of the 
recipient’s dependency, it is undesirable to allow the deduction while 
also allowing the dependency credit. The association, therefore, 
recommends that the deduction of wages paid to the dependent by the 
taxpayer be disallowed. 


A provision to this effect was contained in the Reed-Camp bill, sec- 
tion 114, which reads as follows: 


Section 24 (a) (relating to items not deductible) is hereby amended by adding 
at the end thereof the following new paragraph: 

“(8) Any amount paid or accrued as salary or other compensation for personal 
services rendered by any individual with respect to whom a credit is allowed by 
the taxpayer by section 5 (b) (1) (D) for the taxable year in which such 
amount is paid or accrued.” 


Mr. Kran. How would that work out? For instance, say I am a 
memberof a partnership and in the course of events my son graduates 
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from college and decides to go into some business. Is the amount of 
money that was paid by me as a member of this partnership to this 
son not deductible ? 

Mr. Tarteav. As your son, he then becomes a member of the part- 
nership ¢ 

Mr. Kean. Or anemployee of the firm. 

Mr. Tasixav. Let us say he is an office boy in the firm. 

Mr. Kean. Yes. 

Mr. Tarueav. If he is an office boy in the firm, this amount you are 
paying him, to the extent you are paying—— 

Mr. Kean. I am paying him partially. Say I have a 25 percent 
interest in the partnership. 

Mr. Tarteav. We are talking about your part of that expense which 
is deductible as a member of the partnership from your own account. 
In other words, the purpose of this amendment is to say that a person 
whose income is less than $600 provided for by statute and for whom 
you are claiming an exemption on the ground that you are furnishing 
his support and he is a person who has less than the legal amount of 
gross Income—you cannot claim an exemption for his support and at 
the same time claim a deduction for the amount of w ages you are giv- 
ing him which furnish the best part of his support. Otherwise, we 
believe the statute would be doubling up in that particular case. 

Mr. Kean. It would only be when you were providing his chief 
support ¢ 

Mr. Tarueav. Precisely. The Treasury has called to our attention 
and the Bureau has called to our attention a number of instances 
whereby persons are claiming deductions for wages and at the same 
time doubling up and claiming exemptions for those ver y individuals. 
We realize that is a type of loophole or unnecessary liberality which 
we believe is undesirable, particularly in a field where you are consid- 
ering liberalizing considerably the deductions in order to give 
greater credit. It seems unnecessary to give a greater deduction for 
salaries paid than necessary. 

The Cuarrman. What about farm boys; do they get any exemption 
for boys working on the farm? 

Mr. Tarteav. If their income is less than $600 and the parent fur- 
nishes the major part of their support, of course, he gets an exemption. 

We have found that situation to obtain pretty generally, as you 
say, with respect to minors. If you can get 3 or 4 of your 
minors employed working around a grocery store or working in an 
office, and if you claim $600 for each of them, it has an effect which is 
undesirable. 

Mr. Mason. May I ask this? Say I am a farmer and I have 4 or 
5 boys ranging in age from 12 to 18 and I give them pocket money 
but I make them work especially during vacation. I claim an exemp- 
tion for each one at the rate of $600, but m: aybe my older boys have 
earned $500 or $600 and that is part of the payment to my hired man, we 
will say; it saves the hiring of a hired man, and I collect that as a 
part of my cost of produc tion. 

Mr. Tarveav. If you are claiming this boy who made $500 or $600 
from you as a hired man and also as one of your dep endents whom 
you are furnishing support, it seems undesirable that you could claim 
both the $500 or $600 as salary and another $500 or $600 for support, 
when the salary is precisely what is supporting him. 
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Mr. Mason. But I would have to hire a man to do that work if I 
did not have him to do it; so I would claim then as a part of the cost 
of production the hired man’s wages. So what is the difference? 

Mr. Tarteav. The most of the $500 or $600 that you are paying 
the boy is what supports him, and you are claiming the $500 or $600 as 
an exemption for his support and also claiming $500 or $600 you are 
giving him for his wages; so that in the same economic instance is 
repeated twice, and that is not proper. But there is no reason why 
the boy, if he gets $500 or $600, if he keeps within the $600 limitation 
and gets it from somebody who is not claiming any deduction with 
respect to him—of course, it is perfectly proper, and that is done ever y 
day. 

Mr. Mason. Then I can say to my boy “You go and work for my 
neighbor,” and my neighbor’s boy comes ‘and works for me. What is 
the difference? It is six of one and half a dozen of the other. 

Mr. Tarteav. If you are paying to your neighbor’s boy $600, you 
are certainly entitled to a deduction for that $600 you are paying to 
your neighbor’s boy. There is no question about that, because to the 
extent you are paying your neighbor’s boy, you are paying him wages 
for doing a job for you. The parent of that boy, in other words 
your neighbor, to the extent you are paying the boy $600 is relieved 
of that amount of support and maintenance for that boy, because the 
boy has gone out and made the $600. 

Mr. Mirts. Mr. Tarleau, is this practice very widespread in the 
opinion of the members of your section of the bar association ? 

Mr. Tarteav. Mr. Mills, we do not know. We have no idea 
whether it is widespread or not. What happened was that. this was 
called to our attention, I believe by Under Secretary Wiggins at the 
time he was in the Treasury Department. 

Obviously, the American Bar Association is by its very nature a 
group of tax pr actitioners that observes hardships of the laws upon 
taxpayers rather than its deleterious effect upon revenue, and it is 
more natural that our experience would point out where the law ad- 
versely affects the taxpayer than where the law entails a hardship on 
revenue. That is normal under the circumstances in which the bar 
association finds itself. However, when we find instances, which 
generally are called to our attention by the Government, where we 
feel the statute is not working properly, we, of course, appear before 
the Congress in support of a particular change that is advocated. 
And this is one that was advocated by Under Secretary Wiggins at 
the time we were considering the Reed-Camp bills which seemed to us 
perfectly proper to call to your attention. 

Mr. Murxs. And during the course of the hearings you will prob- 
ably make other suggestions of this sort ? 

Mr. Tartrav. Oh, we are going to make a great many other sug- 
gestions; yes. We will make some suggestions which would try to 
remove—the most of our suggestions are for removing what we con- 
sider inequities that are suffered by taxpayers, but where we do find 
instances where we believe the revenues are not being sufficiently pro- 
tected, we will call them to your attention as well. 

Mr. Mitts. Do you have some other suggestions to make along this 
line of closing loopholes? 

Mr. Tarteav. Yes; there will be others, but I am limiting myself 
to the topic under consideration this morning. 
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Mr. Mis. I understand, but I wanted to know whether you have 
some others later on. 

Mr. Tarveav. Oh, yes; we will have others as well as these. 

We have sometimes been charged by unthinking persons of only 
being concerned with seeing to it that we protect the rights of the 
taxpayers. 

( Discussion off the record.) 

Mr. Tarieav. Mr. Chairman, this completes my statement. I 
would like, with your permission, to add one word. That is that we in 
the Tax Section feel that this is the starting of probably the most im- 
portant hearings your committee has held during the past 10 years; 
that this revenue revision is of the utmost importance to the people 
of the United States and of the greatest interest to the American bar, 
and we will try to cooperate by filing these statements right on through 
at the proper times. 

The CHatrMAN. Without objection, you may file the statements, 
and we will be glad to have you appear at the proper times. 

I would like to have the record show that you at one time were 
with the House legislative counsel. Is that correct? 

Mr. Tar.gav. Yes; at one time I was with the legislative counsel. 

The Cuarrman. Thank you for your statement and the contribution 
you have made. 

Mr. Evernarrer. Mr. Tarleau, of course, we always like to have 
the benefit of the advice and help and cooperation of the American 
Bar Association, and you indicate you are going to have many, many 
suggestions with respect to improvements in the law. Would you en- 
deavor to get for presentation to the committee, when you make these 
recommendations, whether or not they will add to the revenue or de- 
crease the revenue and by how much? It may be difficult for you to 
do, but in some instances I am sure you can do it, and that is a very 
important consideration. You realize and I think every member of 
the committee realizes there are many—or perhaps I should say 
some—inequities in the law. I do not think they have all ever been 
wiped out in the history of America, but we would like to know how 
much it is going to cost us, how much it is going to hurt us, or how 
much it is going to benefit us. You cannot do it in all cases, but in 
some cases you can. 

Mr. Tarteav. I think that request is a perfectly reasonable one, 
and I shall endeavor to comply with it to the greatest extent possible. 
Obviously a lot of our recommendations are made without benefit of 
a thorough survey of their effect on revenues. To some extent we have 
asked in different places for the benefit of the Bureau’s opinion as to 
revenue effects, and I will be very glad to pass that on. 

Mr. Exsernarter. Of course, sometimes you do not have the benefit 
of past experience and therefore you have to start making estimates. 

Mr. Tartgav. Precisely. 

The Cuarrman. Thank you very much for your appearance and the 
information you have given the committee. 

The next witness will be the Honorable Harold Cooley, of North 
Carolina. 

Mr. Cooley, we all know you and are very glad you are here, but 
if you will just give your name and the capacity in which you appear 
for the record, we will we delighted to hear from you. 
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STATEMENT OF HON. HAROLD D, COOLEY, A REPRESENTATIVE IN 
CONGRESS FROM THE STATE OF NORTH CAROLINA 


Mr. Cooter. Thank you very much. I am Harold Cooley, a Mem- 
ber of Congress from North Carolina. 

Mr. Chairman and gentlemen of the committee, back on February 
28, 1952, I introduced H. R. 6837, and on March 3, 1953, I introduced 
H. R. 3653, the substance of which is to amend the present law so as 
add this provision : 

* * * a foster child of the taxpayer if the taxpayer is under a legal obli- 
gation to support such foster child. 

I was prompted to introduce this bill by a situation which was 
called to my attention in my own district which I consider very unfor- 
tunate. There was an infant child about 3 months old shindant by 
its mother, who was a widow and also the mother of 4 other children, 
and the family got Mr. and Mrs. G. B. Johnson to take this infant at 
3 months of age and treat it as their own child, and they have reared 
it now, and the mother ended up, unfortunately, in an insane asylum, 
and she is therefore unable to give her consent to legal adoption, w hich 
is necessary in the State of North Carolina and probably necessary 
in other States. 

The mother on one occasion went into juvenile court in an effort 
to take the custody of this child away from the Johnsons. The juve- 
nile court ruled against her. She then resorted to a writ of habeas cor- 
pus, and the matter came on to be heard before one of the superior 
judges of North Carolina, Judge Burgwyn. The mother was cited to 
appear, and the case was tried by the court, and he remanded the 
custody of the infant to Mr. and Mrs. Johnson and by a proper court 
order fixed the status of the child, and on account of the order the 
Johnsons are legally charged with the responsibility of maintenance 
and support, education, and so forth for the child. 

As I said in the beginning, the child has been regarded by the 
Johnsons as their own child ever since it was 3 months of age. But 
unless the law is changed, the Johnsons cannot deduct from their in- 
come the ordinary deduction that is allowed to natural parents or 
»arents by adoption. They are actually foster parents. And I have 
Son part of a news article that appeared in the News Observer on 


January 9, 1953, from which I just quote the following: 


Foster parents excluded from claiming as dependents for income-tax deduc- 
tion, United States Tax Court has ruled. The decision quoted by the Commerce 
Clearing House Law and Tax Reporting Authority said the term “foster parent” 
was not specifically used in the Internal Revenue Cade. 

I can easily understand how, unless you are very careful in drafting 
the language, there might be some abuses involved, if you use loosely 
drafted language, but the language in my bill provides the exemption 
only for foster parents who are under a legal obligation to support 
the foster child. 

This bill, while I was prompted to introduce it on account of the 
situation in the Johnson family, actually, of course, will have national 
application, and there is considerable interest in the legislation not 
because of the peculiar situation that existed in the Johnson family 
but because of the fact that in many States when people in good faith 
indicate their intention to adopt a child and make that intention known 
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in a formal fashion in the proper forum and become charged with 
the duty of supporting the child, during the probationary period when 
they must of necessity wait for the final adoption papers, even in 
those cases the foster parent is not permitted to make this deduction. 

I think in North Carolina the waiting period is 12 months. In 
other States perhaps it is even longer than that. And during the 
waiting period the child is kept under the supervision of the welfare 
authorities in the county where they live. 

The Cuatrman. In some districts it could extend over : or 3 years. 

Mr. Cootry. Yes. And unless the law is amended as I am sug- 
gesting, during those 3 years those parents are not ined to make 
the deduction. 

I would like to place in the record, without going to the trouble 
of reading, an affidavit signed by the foster mother and an affidavit 
signed by the foster father, which affidavits were used at the habeas 
corpus hearing. 

The Cuarrman. Without objection, it is so ordered. 

Mr. Cootry. Also I would like to include the judgment signed by 
Judge W. H. Burgwyn which fixed the liability of the parents for 
the infant. 

I would also like to include in the record a letter from Mr. Richard 
B. Barker, attorney at law in the city of Washington, who wrote me 
concerning this bill, pointing out that as a tax lawyer he approved 
the proposed change in our tax structure. 

I think it would be a very fine thing if the committee could approve 
of the legislation, because I think it would encourage people to adopt 
unfortunate children who have been abandoned and who in many 
instances are dependent on public charity. 

I put these papers in the record to show that this particular child 
is in an excellent environment and is well cared for. 

Also I would like to put in the record a letter addressed to the 
Honorable Edwin C. Gill, collector of internal revenue, Greensboro, 
N. C., with reference to this child. Mr. E. R. Tyler, an attorney of 
Roxabell, N. C., is one of the solicitors in the case and was interested 
in this matter, and he had a conversation with the Commissioner, and 
under the existing law the Commissioner now says there is no relief 
he can give. 

The Cuarrman. Without objection, the papers referred to may be 
placed in the record. 

(The matters above referred to are as follows:) 


AFFIDAVIT IN THE MATTER OF THE ILLEGAL RESTRAINT OF THE LIBERTY OF PEGGY 
Jo Vick, A MiNor CHILD 


NorkTH CAROLINA 
Northampton County: 

Lula W. Johnson, being duly sworn, deposes and says: That she is 30 years 
of age and is the wife of George Johnson, and that she and her said husband 
reside at 316 South Franklin Street, Rocky Mount, N. C., and have resided at 
said address continuously since December 1942, having moved from Kelford, 
N. C., to Rocky Mount, N. C., at that time; that around January 1, 1938, Mrs. 
Joe Vick, a widow with 5 children, the youngest being Peggy Jo and about 3 
months old, and the oldest being a child about 10 years of age, moved into the 
immediate neighborhood (across the street from) of the home of this affiant, 
who was then unmarried and who lived with her mother and 2 sisters; that 
the said Mrs. Vick then had no property nor estate and was dependent upon 
the county welfare department for support and maintenance for herself and 
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children, having no employment presumably because of the necessity of caring 
for her said 5 small children; that one morning, shortly after Mrs. Vick moved 
across the street from this affiant, this affiant heard an infant crying lustily 
and saw a neighbor running across the street, and she followed into the street 
in front of the home of Mrs. Vick where she found a baby carriage with Peggy Jo 
in it, and discovered that her small brother had pushed the carriage off the 
porch; that this incident occurred about 10 o’clock in the morning and there 
was no one at home but the infant, Peggy Jo, and her brother, about 1% years 
old, and the neighbor took the little boy home with her, and this affiant carried 
the baby, Peggy Jo, home with her and kept and cared for the baby until around 
the dinner hour, when Mrs. Vick’s sister came by, and the baby was given to 
her after she was told about the incident; that frequently thereafter she would 
hear Peggy Jo erying and upon investigation would find that Peggy Jo had 
been left at the home attended only by one of the other very small children of Mrs. 
Vick, and at times there was no one there with her, and this affiant would take 
the baby over to her home and care for her until some adult, Mrs. Vick or her 
sister, called for the child; that after this condition continued for a while, 
Mrs. Vick began to bring the child over and leave it for her to care for on 
occasion ; that after Peggy Jo became about 6 to 8 months old, Mrs. Vick began 
to leave Peggy Jo in the care of this afliant both day and night, Peggy Jo 
thereafter being returned to her mother’s home at night only on occasions 
when this affiant had to be away from home or was otherwise unable to take 
care of her for the night; that on October 7, 1939, this affiant was married to 
the aforesaid George Johnson and removed her residence to the home of George 
Johnson and his mother about a block from the home of Mrs. Vick, and the 
mother and sisters of this affiant then began to look after Peggy Jo in the 
manner in which this affiant had previously cared for her, this affiant seeing 
the child frequently and feeling a continued responsibility for the child’s welfare 
even though her mother and sisters were more constantly with the child; 
that in December 1942 this affiant and her husband moved to Rocky Mount, 
and about January 1, 1948, she brought Peggy Jo from the home of her mother 
to the home of herself and husband in Rocky Mount, and Peggy Jo has resided 
continuously with this affiant and her said husband since about January 1, 
1943, returning to Kelford for short visits in the home of this affiant’s mother, 
and on one or more occasions the visit of Peggy Jo in the home of this affiant’s 
mother and sisters extending to 1 week; that to the best of affiant’s knowledge 
and belief, Peggy Jo’s mother did not evince enough interest in and love for 
her to even go to see her on the occasions when Peggy Jo was visiting this 
affiant’s mother, although Mrs. Vick (now Mrs. Parker) was then living in 
Kelford; that when this affiant would be in Kelford with Peggy Jo she would 
always carry her for a short visit with her mother, but only on one occasion 
did Peggy Jo spend the night with her mother, and that was around Christmas 
1946, and on that occasion this affiant had let Peggy Jo go over to Mrs. Parker’s 
home to play with her brothers and sisters with the expectation that she 
would return for Peggy Jo about 10 o’clock; that when she did return for 
Peggy Jo the child had been put to bed, as this affiant could see through a 
window, and she was refused entrance into the home, but the next morning 
Peggy Jo came back to this affiant’s mother’s home; that about the 29th of 
March 1947, this affiant went to Kelford with Peggy Jo, and they were staying 
at the home of this affiant’s mother (Mrs. Parker had written this affiant about 
the 24th of March asking that Peggy Jo be brought to Kelford to attend a 
family dinner and that proper clothing be brought with her); that Peggy Jo 
had taken the position before leaving Rocky Mount that she did not want to 
attend the dinner and continued to object thereto even after they arrived in 
Kelford; that on the night of Peggy Jo’s arrival in Kelford, Peggy Jo was 
permitted to go to her mother’s home to see her mother and brothers and 
sisters, and according to this affiant’s information, Peggy Jo and her mother 
discussed at some length Peggy Jo’s attendance at the dinner, her mother 
insisting upon her going and Peggy Jo objecting; that the argument between 
Peggy Jo and her mother was continued through the next day and perhaps 
the following day, and Peggy Jo’s mother, according to the information of this 
afltiant, stated that she was going to force the child to go to the dinner and 
that she was going to give her away; that on the third day of the visit after 
this affiant had been informed of the action and attitude of Mrs. Parker, this 
affiant decided to return home with Peggy Jo and avoid further worry and 
concern to the child, and she sent Peggy Jo over to tell her mother goodby, 
and upon Peggy Jo’s return her mother came with her and Mrs. Parker informed 
this affiant that she was going to take Peggy Jo away from her, and considerable 
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liscussion ensued, but this affiant did return to Rocky Mount that night with 
the child; that since the return to Rocky Mount, about April 1, this affiant 
has received a number of letters from Mrs. Parker demanding that she bring 
Peggy Jo back to her and let Peggy Jo remain with her hereafter; that this 
ffiant did not answer any of the letters, and about June 18 she and her husband 
were notified by Judge R. L. Sides, of the City of Rocky Mount Juvenile Court, 
that a hearing would be held to determine the custody of Peggy Jo on June 20, 
and such hearing was held by Judge Sides, there being present in addition to 
this affiant, her husband, mother, and sisters, Peggy Jo, a friend and neighbor, 
Mr. W. G. Weeks, and W. S. Wilkinson, attorney ; the attorney, Buxton Weaver, 
representing Mrs. Parker, together with Mrs. Parker, her husband, her sister, 
laughter and her husband; that after an exhaustive hearing and inquiry, 
Judge Sides ruled informally (refusing to take formal action because of uncer- 
tainty as to his jurisdiction in the matter and the fact that a petition had not 
een formally served) that Peggy Jo should remain with this affiant and her 
husband for the child’s own health and welfare. 

That the home of this affiant and her husband is located in one of the most 
desirable residential neighborhoods of the city of Rocky Mount, and this affiant 
ind her husband have given Peggy Jo every advantage which could and would 
have been given to a child of their own, having entered her in the public school 
n Rocky Mount and she having just completed the third grade with good grades ; 
that this affant and her husband are very much attached to Peggy Jo, having as 
great love for her as if she was their own child, and they are financially able 

) continue to support her in a manner which will supply every reasonable 

ed, and this aflfiant respectfully prays that a full investigation and inquiry 

made as to the financial, social, intellectual, and moral conditions in and 
ibout both the homes of this affiant and of Peggy Jo’s mother, and that there- 
ipon such order be entered in this proceeding as shall materially promote the 
nterest of Peggy Jo Vick and assure to her a home wherein she will be provided 
ample support, maintenance, and education, tender and loving care, and religious 
and moral training. 
LULA W. JOHNSON, 
Sworn to and subscribed before me this 27th day of June 1947. 


[SEAL] RACHELLE S. FARMER, 
Notary Public. 


My commission expires December 5, 1948. 


AFFIDAVIT IN THE MATTER OF THE ILLEGAL RESTRAINT OF THE LIBERTY OF 
Pecey Jo Vick, A MInor CHILD 
NORTH CAROLINA, 
Vorthampton County: 

George Johnson, being duly sworn, deposes and says: That he is 34 years of 
age and resides at 316 South Franklin Street, Rocky Mount, N. C., and has 
resided at said address continuously since December 1942, following his moving 
his place of residence from Kelford, N. C., to Rocky Mount, N. C.; that on October 
7, 1989, he was married to Lula Wynn, and he and his said wife have lived 
ogether continuously since marriage; that he is presently employed by the At- 
antic Coast Line Railroad Co. in position of switchman, and his average earnings 
are approximately $3,500 per year; that Peggy Jo Vick, now 9 years of age, the 
daughter of Joe Vick (whose death occurred several months prior to the birth 
of his said daughter), and whose mother is now the wife of J. N. Parker, has 
resided with him and his wife since about January 1, 1943, approximately a week 
to 10 days after he moved to Rocky Mount; that prior thereto, and from the time 
that Peggy Jo Vick was about 6 months old, she resided with Lula Wynn (John- 
son) and her mother in Kelford, N. C., but on occasion has visited her own mother 
for brief visits; that he and his said wife have no children of their own and 
have always regarded Peggy Jo as if she were their own and have given her 
every advantage of support and education available, and Peggy Jo’s mother 
seemed at all times highly pleased with the home, care, and attention provided 
for Peggy Jo, except that about 3 months ago she began to complain that 
Peggy Jo was living better and had advantages which her other children did not 
have and resented the love and attention which was being bestowed upon her 
daughter and began to make requests for return of her daughter to her; that 
this affiant and his wife, being very much attached to Peggy Jo and being defi- 
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nitely of the opinion that to permit Peggy Jo to go back to her mother would be 
extremely detrimental to Peggy Jo’s interest, refused to permit same; that a peti- 
tion was filed by Peggy Jo’s mother before Hon. R. L. Sides, juvenile judge of the 
city of Rocky Mount, for the custody of Peggy Jo, and a hearing was had thereon 
on June 20, and after careful and full investigation Judge Sides ruled that the 
interest of Peggy Jo would best be served by her remaining with this affiant and 
his wife, but no record of such hesring nor formal order was entered therein 
because Judge Sides was not certain that he had the power to pass upon the 
matter legally; that this affiant is informed and believes that Peggy Jo’s mother 
cannot give her the care and attention, support and education to which the 
child is entitled, and that Peggy Jo would be most unhappy if she is required to 
return to her mother and live in the home with a stepfather and with brothers 
and sisters, of the half blood and of the whole blood, from whom she has been 
separated since she was an infant, and with none of whom she has any com- 
munity of interest, and none of whom have any love or attachment for her ; 

That this affiant respectfully prays the court that a full investigation and 
inquiry be made as to the financial, social, intellectual, and moral conditions in 
and about the home of Peggy Jo’s mother and her stepfather, and of the character 
of the members of their household, friends, and relatives, and that thereupon 
such order be entered in this proceeding as will assure that Peggy Jo Vick shall 
live in a home wherein she is provided ample support, maintenance, and educa- 
tion, tender and loving care, religious training, and other benefits necessary to 
the proper upbringing of said minor. 

Grorce B. JoHNSON 

Sworn to and subscribed before me this 27th day of June 1947. 

[SEAL] RACHELLE S. FARMER, 
Notary Public. 





My commission expires December 5, 1948. 














NortH CAROLINA, Before W. H. S. Burawyn, Judge 
Northampton County: 


IN THE MATTER OF THE ILLEGAL RESTRAINT OF THE LIBERTY OF PeGcGy Jo Vick, 
A Minor CHILD 


JUDGMENT 


After hearing evidence the court is of the opinion and so finds that there is not 
suflicient evidence before the court to establish the contention of the petitioner 
that the said Peggy Jo Vick is illegally restrained of her liberty as alleged and 
the court further finds that the paramount interest of said child will be preserved 
and maintained by her remaining in the care, custody, maintenance, and control 
of Mr. and Mrs. George Johnson; that said child is hereby remanded to the care, 
custody, and control and maintenance of Mr. and Mrs. George B. Johnson of 
Rocky Mount on condition that they shall not remove it from the jurisdiction 
of the court and upon further condition that they shall bring said child to visit its 
mother, Mrs. Ruby Vick Parker, at least twice in each month, to visit its mother 
during the day and return to Mr. and Mrs. Johnson at night. 

This 20th day of December 1947. 

W. H. 8S. Burewyn, 
Judge of the Superior Court. 

I certify that the above is a true and correct copy of the original judgment as 
entered, and that this copy was this day made from said original, bearing the 
signature of Judge W. H. S. Burgwin. 

This 12th day of March 1952. 

[SEAL] FRACE LAMBERTSON, Notary Public. 


My commission expires September 23, 1955 
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Ivins, PHitires & BARKER, 
Washington, D. C., March 3, 1952. 
Hon. Haroip D. Coo.ry, 
House of Representatives, 
House Office Building, Washington, D. C. 


DeAr Mr. CooLtey: My attention has been called to H. R. 6837 which was 
introduced by you on February 28, 1952, and which adds subparagraph (I) to 
section 25 (b) (3) of the Internal Revenue Code. In effect, your bill proposes to 
grant dependency credit for foster children when taxpayer is under legal obliga- 
tion to support such foster child. Obviously, your bill is for the purpose of 
affording a dependency credit to prospective adopting parents while they have 
the child in the home during the trial period which is so often required before the 
child can be legally adopted. 

I happen to be a tax lawyer here in Washington, but also as an avocation, 
I am executive director of a licensed adoption agency. I think your bill is a 
much needed improvement of our Internal Revenue Code. Adoption has devel- 
oped rapidly in the United States and most State laws require the adopting 
parents to take the child into their home on a trial basis from 6 months to 1% 
to 2 years. The District of Columbia law requires a 6-month waiting period 
and the Virginia law requires from 12 to 15 months. Even where the State 
laws do not require such a waiting period it is the practice of licensed agencies 
to require a trial waiting period and during that period of time the prospective 
adopting parents incur all the expenses and obligations that natural parents 
incur. Furthermore, the law requires that when the child is adopted it is as 
though the child had been born to them. 

Therefore, there is every reason, both in law and equity, why such foster 
parents should be given the credit for a dependent. 

I want to heartily endorse your bill and advise you that if there is any way 
in which I can further its promotion, I will be very happy to volunteer my 
services. 

I am taking the liberty of sending a copy of this letter to Mr. Colin F. Stam, 
head of the Joint Congressional Committee on Internal Revenue Taxation, and 
to Mr. Vance Kirby, tax legislative counsel of the Treasury Department. 

Very truly yours, 
Ricuarp B. Barker. 


NOvEMBER 21, 1951. 
Re Mr. and Mrs. G. B, Johnson, 1950: 7327489. HSR: 1949: 7375117/11-5. 1948: 
7325166. 
Mr, EpwIn C. GILL, 
Collector of Internal Revenue, 
Greensboro, N.C. 


Dear Sik: Mr. E. R. Tyler, attorney of Roxabell, N. C., has called you about 
this claim and has requested me to write you fully about it. This taxpayer, 
claimed as a dependent, a minor child, Peggy Jo Johnson, for the years 1948, 1949, 
and 1950, which claim has been disallowed by your office on the grounds that the 
child was not legally adopted. 

The facts in this case are as follows: This child was abandoned by her mother 
when she was 3 months of age and later turned over to the plaintiff, the taxpayer, 
by the mother who consented to an adoption. Thereafter the mother remarried, 
brought a proceeding in the juvenile court in the city of Rocky Mount for custody 
of the child and the custody was awarded to the taxpayer. Thereafter she 
brought another suit in the superior court of Northampton County claiming the 
juvenile court did not have jurisdiction. The court after hearing evidence of 
financial, social, intellectual, and moral conditions surrounding the home of the 
taxpayer and the child’s mother and considering the best interest of the child 
from the standpoint of the religious and moral training, as well as support and 
additional advantages, awarded the custody to Mr. and Mrs. Johnson. I enclose 
a certified copy of the judgment signed on December 20, 1947. 
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The child’s father died before the child was born and the mother is now in the 
State mental institution for mental patients. This child has been in the John- 
son home since she was 3 months of age and is now 14 years of age, considered 
by the Johnsons as their own child. The child’s older brother is being supported 
by the Welfare Department of Northhampton County. 

The child has never been claimed as a dependent by anyone else, has no means 
of support nor anyone who would assume responsibility for her support. Fur- 
thermore, if Mr. Johnson should fail to provide for the support he would be 
subject to criminal penalties for violating the terms of this judgment. If Mr. 
Johnson should go into the court and be relieved from the terms of the judgment 
the child would have to be supported by the county. A very great hardship 
and injustice would result from your decision that this child cannot qualify as 
a dependent under the income-tax law. 

In view of the foregoing I trust you will reconsider this case and that the 
child can be awarded as a dependent. 

Very truly yours, 

Mr. Jenxrns. Mr. Cooley, I agree with your theory, but I do not 
know whether your bill would really help or hurt on this basis. 
Under the law at the present time all these people who have adopted 
children, of course, are obligated to keep them. Now, there is an 
adoption law, no doubt, in every State. In your bill you have at- 
tempted to cover a very serious case where a child could not meet the 
adoption regulations because the mother was insane, and if we adopted 
this bill, it would be a bill purely for that kind of case, and there 
won't be very many other eases like it, because under present-day 
laws in the States nobody is liable, nobody is entitled to this credit 
except where the parent or parents complete the adoption process. 
And if you put this in, a lot of people will want to do that, and there 
will be a lot of lawsuits develop out of it. 

Mr. Cootey. No. The point isathis, that when people in good faith 
make known their intention and desire to adopt an infant, in that 
waiting period of maybe a year or 2 or 3 years, which is considered a 
probationary period, they are not even now permitted to make a deduc 
tion. So this bill would have a uniform application. 

I have discussed it with Mr. Stam, your committee expert, and he 
thinks the language we have in this bill will take care of the situation 
both with reference to the individual case I have before me and also 
will have general application in other cases where people are trying 
to adopt children. 

Mr. Jenxrns. I know you have a good purpose in mind, and I am 
for it. In this particular case we had in W ashington a short time 
ago where the father and mother were apparently incompetent and a 
showgirl came along and took the children away from them, now the 
authorities have the children, as I understand, and, of course, they 
cannot hold the parents because the parents are apparently incompe- 
tent. Suppose somebody wanted to take those children and could not 
adopt them because the parents would not give them up. Somebody 
has to keep them and should have a right to get the deduction. 

Mr. Coorzy. That case would not be covered unless a court order 
had been signed fixing the liability, because if you do not leave it to 
the courts to fix the liability, then you would have abuses. 

Mr. JENKINS. It was easy in your case, because Mr. and Mrs. John 
son no doubt were people of responsibility and they have done a good 
job, fortunately for the child. I hope the committee can work out 
something to meet this situation. 
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Mr. Mitts. I, like Mr. Jenkins, have an interest in this matter, and 
I have thought about it quite a bit. I do not know whether your bill 
actually does what we want to do or not. I am concerned about what 
a foster child is. Can you help the committee a little bit by telling us 
what a foster child is? 

Mr. Cootey. What a foster child is? 

Mr. Mitus. Yes. We have no legal definition in the law. 

Mr. Cootry. A foster child is one who lives with people who are 
standing in loco parentis without any legal obligation being involved. 

Mr. Mitzs. Would that include a minor who might be in a position 
of being a servant in the household ? 

Mr. Cootry. Oh, no. If the relationship of master and servant 
is involved, then that does not contemplate the status of loco parentis, 
which would be essential in determining what is a foster child. 

Mr. Mrs. If the child is living in a home—I do not mean to in- 
ject any argument here with the gentleman, because I have great 
respect for him, but I thought he might help us a little bit on ‘that, 
because the members of our staff have been working on the problem 
for some time and they are concerned over what we mean when we 
say “foster child” and that we may well have to reach some under- 
standing by defining that term if we go to this extent. And cer- 
tainly we want to protect the case the gentleman has in mind. 

Mr. Cootry. A foster child as contemplated by this amendment 
would be a child for whose support and maintenance somebody, the 
foster parent, had been charged with the legal liability. 

Mr. Mitxs. That is the difficulty-—— 

Mr. Cooter. In other words, you could have a situation where you 
might say this is a foster child and these are the foster parents, and 
that might get you into trouble, and you might have some evasions 
and complications, but where you say this child is in Mr. Jones’ home 
and Mr. Jones has been legally charged wth the responsibility to 
support that child, that would protect it. 

Mr. Mitus. Charged by whom ¢ 

Mr. Cootry. By the court. It will have to be by the juvenile court 
or adoption court. 

Mr. Mitis. That would take care of a very limited number of cases. 

Mr. Cootry. Oh, no; it would not, because every time anybody 
coes into the clerk’s office to adopt a child, he makes known his in- 
tention then, and right then he will become liable for the support 
of the child. 

Mr. Mixts. But that would not take care of the case where the 
taxpayer did not intend to adopt the child; it would not take care 
of the case where no adoption was contemplated. Now, there are 
foster children, as I understand, who are not in a home merely pri- 
marily for adoption. 

Mr. Cooter. Oh, yes; where adoption is only remotely contem- 
plated. That is the reason I am here now. If these people could 
legally adopt this child, they would have done it, but because of the 
mother’s insanity and may be in the insane asylum for 20 years or 
more, they cannot adopt. 

Mr. Miuts. But the court has charged them with the legal respon- 
sibility of caring for the child. 

Mr. Cooxey. That is right. The custody of the child has been 
awarded to the Johnsons in the habeas corpus proceeding. 
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Mr. Mitzs. Then would you define the term “foster child” to mean, 
in addition to the normal concept of what it means, one whom a tax- 
payer is legally bound or charged to care for in the manner we are 
discussing ¢ 

Mr. Cootry. That is exactly what I have here. 

Mr. Mitis. You would limit it to that ? 

Mr. Cootry. The foster child of a taxpayer, if the taxpayer is 
under a legal obligation to support that foster child. That is the 
definition. 

Mr. Miuts. I am thinking about the case, too, where the child is in 
the home and perhaps the public-assistance agency of the State may 
make a contribution to this child’s care. Does that discharge the 
taxpayer, then, of legal responsibility ¢ 

Mr. Cooter. It would in my opinion, if the child is being sup- 
ported by public charity rather than by the legal obligation of a 
ioster parent. 

Mr. Mixus. You would not intend to include that sort ? 

Mr. CooLry. Oh, no. 

Mr. Muts. I am very much in sympathy with what you have in 
mind. 

Mr. Cooter. I do not know how much publicity has been given to 
this legislation, but I can see if you have that policy everywhere, es- 
pecially with people operating these children’s homes and picking up 
abandoned children and putting them in a good environment “and 
proper homes, it would tend to encourage parents who have no children 
to go out and adopt children. 

Mr. Mitts. I have had some situations called to my attention that I 
think are very meritorious, and I want to legislate in this field, but I 
still think it is going to require quite a bit of time to develop our 
language. 

Mr. Cooter. I have been working on this thing now for a couple of 
years. 

Mr. Mitts. My point is that your suggestion does not go far enough 
to satisfy the situations I have in mind. 

Mr. Cootey. I think, Mr. Stam has studied the thing very thor- 
oughly. Of course, I want proper language, and if this is not the 
proper language, I would like the committee to change it. 

Mr. Miuus. I do not know that we can limit the situation to cases 
where there is legal responsibility fixed by a court. 

Mr. Coorrey. If you do not limit it, you may have somebody go 
out at tax-reporting time and grab up about 6 children and bring 
them into his house and report them as de ypendents. You might have 
abuses of that kind. 

Mr. Mitts. That is what has worried this committee about the thing. 

Mr. Cooter. That fellow would be under no legal obligation, and 
therefore he would be guilty of a fraud. 

Mr. Mus. You had better define what you mean by foster chil- 
dren—that the taxpayers have a position of responsibility toward the 
foster child. 

Mr. Cooter. Oh, you have to fix the legal liability on the part of 
the parents. If you do not, it is going to be abused. 

The Cuamman. If there are no further questions, thank you very 
much for your appearance and the information you have given the 
committee. 


| 
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Mr. Cootey. Thank you. 
(The following material was submitted for the record on topic 1:) 


STATEMENT oF CARL Exviorr, MemBer or CONGRESS FROM THE SEVENTH DIsTRICT 
oF ALABAMA, IN Support oF H. R, 2252 


oe 


Mr. Chairman and members of the committee, I appreciate this opportunity to 
submit testimony in support of my ill, H. R. 2252, which proposes to amend the 
Internal Revenue Code by increasing the personal income-tax exemption of a 
taxpayer and his dependents from $600 to $1,000. 

Before I go into the main body of my testimony, I want to commend and con- 
gratulate this committee for beginning this very businesslike approach toward 
what I consider to be a greatly needed overhaul of the Nation’s tax laws. I 
appreciate this opportunity to appear on the first day of this hearing and give 
testimony in behalf of bills I have introduced which I think will go far toward 
making our personal income taxes as fair and as equitable as possible for all our 
citizens. 

Increasing the personal income-tax exemptions of a taxpayer from $600 to 
$1,000, as is provided for in my bill, H. R. 2252, would be taking cognizance of 
the changes in the economic facts of life facing the American people. As I 
understand it, the present exemption of $600 per persen was authorized on 
April 2, 1948. Prior to that time, the exemption was $500. At that time, this 
committee and the Congress were aware that $500 was not a realistic exemption. 
The increases in the cost of living prior to that time had necessitated greater 
and greater individual outlays in order to provide adequately for one’s family. 

It is my personal feeling that the Congress did not go far enough in 1948 in 
raising the amount of personal exemptions. Nevertheless, I desire to call the 
committee’s attention to the fact that a $600 exemption in 1953 is even more 
unrealistic than it was in 1948. The latest figures available from the Bureau 
of Labor Statistics show that the cost-of-living index was 113.6 as of March 
1953. This can be compared with the cost-of-living index of 102.8 for the year 
1948. 

So, for the purpose of argument, if $600 was an equitable exemption for the 
taxpayer in 1948, now that the cost of living has risen 11 percent since 1948, 
the present exemption would have to be $666 for the exemption to have the 
value it had when granted in April 1948. 

I pursue the matter to this length to show that if the tax structure for the 
American people is to be equitable we must, in at least one of our approaches, 
provide for the people a higher exemption from taxes than they now have 

The present $600 exemption is not sufficient to cover reasonable cost-of-living 
expenses in hardly any case where a reasonably average American standard of 
living is maintained. 

Of course, we all realize that in the field of taxation, as in other fields, our 
ability to do exact justice is limited by the prevailing conditions which we 
face. In this case our Government is faced with an outgo greater than its 
income, and all of us are interested in balancing our budget and keeping it 
balanced. I believe the average taxpayer is willing to continue to pay high 
taxes in order to balance our budget and meet the demands placed upon us at 
this time, without increasing our national debt. This situation does not, how- 
ever, relieve us of the necessity to do whatever can be done to improve the equi- 
table base of our tax structure. If we do that, we must give some attention to 
providing more realistic exemptions to the individual taxpayer. The way to 
do this, as I see it, is to increase personal exemptions from the $600 figure at 
this time. 





If this committee approves an increase in personal exemptions by even $100, 
from $600 to $700, I believe the American people would feel that both the com- 
mittee and the Congress are aware of the weight of the burdens which present 
tax laws impose. 

Thank you very much, 


STATEMENT BY EL~tswortH C. ALvorp, WASHINGTON 6, D. C., Re Toprtc 1, 
QUALIFICATIONS FOR THE DEPENDENCY CouRT 


$600 income test 
A taxpayer is not entitled to an exemption for a dependent whose gross in- 
come is $600 or more. Since gross income is the measure, a dependency credit 


‘ 
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may be denied even though deductions reduce the dependent’s adjusted gross in- 
come to less than $600. For example, even if a dependent has a long-term capital 
loss of $1,000, the exemption is denied. 

Recommendation: Base the $600 income test for dependents on adjusted gross 
gain of $1,000, the exemption is denied. 


Definition of dependents 

Under the present law the definition of dependents who may qualify for exemp- 
tions is so severely limited that it excludes several categories of dependents 
which taxpayers normally feel obligated to support. The most important of 
these categories are first cousins and foster children. The exclusion of foster 
children is a particular hardship on low-income taxpayers who may not realize 
the importance of legal adoption and may not feel that they can afford it. The 
administrative difficulties of treating foster children as dependents can be 
minimized by providing that the foster child shall qualify only if he lives in the 
taxpayer’s home throughout the whole year. The establishment of the relation- 
ship of first cousin is, of course, no more difficult administratively than the re- 
lationships now contained in the definition of dependents. 

Recommendation: Amend section 25 (b) (8) of the Internal Revenue Code 
to include foster children living in the taxpayer’s home throughout the year and 
to include first cousins, 


TESTIMONY BY PHitiIp C. PENDLETON, TREASURER OF THE UNIVERSITY OF 
PENNSYLVANIA, REPRESENTING THE AMERICAN COUNCIL ON EDUCATION 


I am Philip C. Pendleton, treasurer of the University of Pennsylvania. I am 
here as a member and representative of the committee on taxation and fiscal 
reporting to the Federal Government of the American Council on Education. 

The American Council on Education is an organization whose membership 
is made up of educational institutions and organizations. It now includes 145 
national and regional educational association with interests in education at all 
levels, and 967 institutions, comprising 848 universities, colleges, and junior 
colleges, as well as State departments of education, public and private school 
systems, secondary schools, public libraries, and educational divisions of business 
and industrial concerns. 

The council is deeply interested in the subject of qualifications for dependency 
credit insofar as they relate to permitting an individual, who would otherwise 
be a dependent, to earn over $600 a year. 

At one time it was very difficult for a full-time student to earn more than $600 
a year; now, however, inflation which has characterized the last 20 years has 
resulted in a situation where a student, who is also a dependent, cannot work 
even the full summer vacation without exceeding the $600 limit and thereby 
causing his parents to lose the dependency exemption. 

The council believes that this limitation has created a condition which is not 
good. It means that hundreds of thousands of students spend a considerable 
portion of their free time in enforced idleness. It places heavy financial burdens 
on their parents at a time when they can least afford to meet them. It makes it 
impossible for many poor, but worthy students, to attend institutions of higher 
learning because of the monetary limitation. And finally, it deprives the Gov- 
ernment of revenue which it might otherwise enjoy from taxes on that portion 
of the income which could be made by the student over and above his $600 
personal exemption. 

We seriously urge that the Internal Revenue Code be amended to permit a per- 
son to earn substantially more than $600 without destroying his dependency 
exemption. All moneys earned by him in excess of his $600 personal exemption 
would then be taxable to him at the regular rates. As stated before, we believe 
that such an amendment would (@) stimulate students, and others for that 
matter, to engage in useful work; (0) afford substantial relief to their parents; 
(c) help needy boys and girls who are now unable to attend institutions of higher 
learning to earn their way, thus assisting the institutions by increasing their 
tuition receipts; and (d@) actually result in increased revenue to the Government 
since a new field would open upon which its taxing power could operate. 

In conclusion, I would point out that if the above change is made there should 
be some modification of the provision of the Internal Revenue Code which deals 
with the proportion which a parent must pay toward the support of a dependent. 
This could be done by revising downward the parent’s proportion or by eliminat- 
ing a part of the dependent’s earnings from the computation. 
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AMERICAN COUNCIL ON EpUCATION, WASHINGTON 6, D. C., COMMITTEE ON 
TAXATION AND FiscaL REPORTING TO THE FEDERAL GOVERNMENT 


Laurence R. Lunden, comptroller, University of Minnesota, Minneapolis, Minn., 
chairman. 

Raymond B. Allen, chancellor, University of California, Los Angeles, Calif. 

J. R. Anthony, controller, Georgia Institute of Technology, Atlanta, Ga. 

Thomas B. Blackwell, treasurer, Washington University, St. Louis, Mo. 

George A. Brakeley, vice president and treasurer, Princeton University, Prince- 
ton, N. J. 

Rev. John J. Cavanaugh, University of Notre Dame, South Bend, Ind. 

R. B. Draughan, president, Alabama Polytechnic Institute, Auburn, Ala. 

Laurence N. Gould, president, Carleton College, Northfield, Minn. 

J. R. Killian, Jr., president, Massachusetts Institute of Technology, Cambridge, 
Mass. 

Carl M. McFarland, president, Montana State University, Missoula, Mont. 

R. C. Magrath, treasurer, University of New Hampshire, Durham, N. H. 

John J. Meck, vice president, Dartmouth College, Hanover, N. H. 

Philip C. Pendleton, treasurer, University of Pennsylvania, Philadelphia 4, Pa. 

Harry L. Wells, vice president and business manager, Northwestern University, 
Evanston, Il. 





STATEMENT OF Sot D. ZIMMERMAN, ALBANY, N. Y. 


I think it is manifestly unfair to require “chief support” for a taxpayer to 
claim additional exemption for support of dependent. While some rule must 
be necessary I feel something should be done for those people who do give par- 
tial support. I make the following suggestion: 

Where a taxpayer is not the chief supporter, as under the present rules, he 
should be allowed a deduction, against adjusted gross income, for payments 
made or use of home, in support of a dependent but not in excess of the value 
of an exemption (under present law $600). 





STATEMENT OF ADDISON B, CLOHOSEY OF THE RESEARCH INSTITUTE OF AMERICA, 
Re Topic 1, QUALIFICATIONS FOR THE DEPENDENCY CREDIT 


My name is Addison B. Clohosey. I am Director of the Washington Tax Bu- 
reau of the Research Institute of America. The purpose of my statement is to 
bring before this committee the views of several members of the Research In- 
stitute of America who have asked us to express their views for them. 

The Research Institute of America is a publishing and business service cor- 
poration, the purpose of which is to advise its members how to carry on business 
under Government regulation. A goodly portion of this advice is in the field 
of taxation, thus the request from between 50 to 100 members to express their 
views for them. 

Discrimination exists in the allowance for dependency credits in cases involv- 
ing adopted children or children placed for adoption. As the present code 
reads, a child must be a legally adopted child to qualify for dependency credit. 
In the great majority of adoption cases, the adopting parents incur the same or 
greater expenses in the early months of the child’s life as would the natural 
parents of a child. However, a strict interpretation of the law precludes the 
adopting parents from claiming the child as a dependent until after it is legally 
adopted. 

In most States the process of adoption involves a probationary period of 
from 6 months to 1 year. The number of cases in which an adoption fails during 
the probationary period is small, indeed, since the adopting agency completes the 
greatest share of the investigative work prior to placing the child for adoption. 
Only very unusual circumstances arising during the probationary period would 
result in the failure of the adoption. Assuming that the adoption does fail 
during the probationary period, the adopting parents have expended an amount 
for the care of the child that would in most cases be equal to or greater than 
the amounts expended were they the natural parents. 

It is suggested that this discrimination can be overcome by adding to the 
phrase “a legally adopted child” (IRC sec. 25 (b) (3)), the words “or a child 
placed for legal adoption by an authorized placement agency.” 
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Numerous taxpayers are denied the benefit of a dependency exemption for the 
reason that only 1 person may claim the exemption whereas actually the de- 
pendent is supported by 2 or more taxpayers. This is particularly true of 
children supporting their parents. The dependency exemption should be split. 

It is ridiculous to lose a dependency credit in the case of a dependent who 
has an income in excess of $600. The credit should be allowed to whoever is 
supporting and maintaining an individual, regardless of the amount of the 
dependent’s income. 


STATEMENT OF AMERICAN FEDERATION OF LABOR ON PosSIBLE AMENDMENTS TO 
REVENUE LAWS IN RELATION TO PREPARED SCHEDULE OF TOoPIcs 


The American Federation of Labor has consistently urged the elimination 
of inequities in the Federal tax laws. Members of the House Ways and Means 
Committee may rest assured that the federation will support any constructive 
program to simplify, to strengthen, and to make Federal tax laws more equitable. 

Your committee has scheduled 40 topics that involve possible changes in 
existing tax laws for its consideration. Some of these topics are of direct 
concern to our members, since they deal both with the method and payment of 


taxes { numl f the topics deal with areas in which certain groups of tax- 
payers enjoy preferential tax treatment under loopholes in the tax laws which 
have been sanctioned by Congress. A third category deals with topics concerning 
which technical amendments may be necessary. 


In general, we Would maintain that simplification and equity in the tax 
structure will be achieved most quickly by eliminating all existing loopholes 
and preferential tax treatment enjoyed by particular groups of taxpayers at 
he expense of taxpayers generally. It is axiomatic that the opening up of 
tax loopholes to one group leads to more demands from the same group as 
well as from other groups for additional or similar preferential treatment. 

Tax loopholes that existed prior to World War II, together with loopholes 
sanctioned by Congress since 1946 haye combined to make the personal income 
tax a much less progressive instrument of tax policy than it is commonly 
assumed to be. The Statistics of Income for 1949, for example, show that the 
effective tax rates on incomes above $1 million were not appreciably higher 
than the effective rates on incomes of from $200,000 to $1 million. Further, 
taxpayers in the income categories above $4 million were shown as being subject 
to taxation at effective rates lower than those applying to taxpayers in the 
$400,000 to $500,000 income groups. 

Ve are convinced that your committee can make a signal contribution to 
achieving equity and a sounder economic basis for our tax structure by rejecting 
any and all suggestions to create new tax loopholes and recommending only those 
changes that are dictated by broad public policy. 


QUALIFICATIONS FOR DEPENDENCY CREDIT 


The American Federation of Labor would be opposed to any changes in 
qualifications for dependency credits that would violate the spirit or intent of 
the existing laws governing qualifications for such credits. There appears to 
be merit in the contention that a dependency exemption should be allowed for 
a taxpayer who supports a foster child. On the other hand, there would seem 
to be insufficient justification for allowing a dependency credit for an indi- 
vidual who earns over $600 yearly, even though the taxpayer contributes sub- 
stantially to such individual’s support. Granting any dependency credit in such 
a situation would be equivalent to allowing personal exemptions to certain 
individuals in a dependent status in excess of the exemption allowed other 
taxpayers and would serve to operate as a tax escape device. 


AMERICAN INSTITUTE OF ACCOUNTANTS, NEw York, N. Y:, Re Torre 1, 
QUALIFICATIONS FOR THE DEPENDENCY CREDIT 


1. Section 25 (b) (1) (D) should be amended to grant taxpayers an exemption 
of $600 for each dependent regardless of the amount of the earnings of the 
dependent provided that the taxpayer provides more than 50 percent of the 
support of the dependent and the dependent meets the relationship test. In 
the alternative, it is recommended that the section be changed to allow de- 
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pendents to earn up to $900 before denying the $600 exemption to the supporting 
taxpayer. 

The existing provisions of the Internal Revenue Code whereby taxpayers 
are entitled to an exemption cf $600 for each dependent for whom they furnish 
more than 50 percent of support if the dependent meets the relationship test 
set out in section 25 (b) (3) provided the gross income of the dependent is 
less than $600 are inequitable and sometimes produce fantastic results. For 
example, it is well known that the children of many taxpayers whose normal 
want is to secure summer employment are encouraged to resign from those 
jobs when their total earnings reach $599. The alternative is for them to 
continue working, and raise their incomes above the $600 level and cause their 
taxpayer fathers to completely lose the exemption for that dependent. Although 
this kind of behavior is to be deplored and is economically wasteful, the frame- 
work of our present tax structure makes it perfectly understandable. It is 
inequitable to grant to one taxpayer an exemption of $600 when his dependent 
earns $599 and to deny it to another when the dependent earns $601. Recogni- 
tion was given several years ago to the inflation upon our economy when this 
section of the code was changed and dependents were permitted to earn up to 
$600 instead of the theretofore prescribed figure of $500. Although this was 
an improvement, any limitation upon the earnings of a dependent is bound to 
produce inequities and can be justified only on the grounds of simplification of 
the computation of the tax. As a matter of equity, the test of qualification 
should only depend upon the relationship of the dependent to the taxpayer 
and the furnishing of more than 50 percent of the support of the dependent by 
the taxpayer. Therefore, it is recommended that section 25 (b) (1) (D) be 
amended so that the taxpayer will be entitled to exemption of $600 for each 
dependent regardless of the dependent’s earnings provided the relationship and 
support tests are met. 

In the event that the Congress does not see fit to adopt that suggestion, 
it is urged that section 25 (b) (1) (D) be changed so that taxpayers will obtain 
the $600 exemption for each dependent whose gross income is less than $900 
for the taxable year, provided the relationship and support tests are 
met. Although this alternative does not fully eliminate the inequities, it would 
preserve the present simpler method of determining qualification while recogniz- 
ing a more realistic gross income test. The suggested income limit of $900 would 
be consistent with the $75 per month allowance for earnings of persons who are 
receiving retirement benefits under social security. 

2. In the event that any limitation upon earnings of a dependent is deemed 
necessary to qualify taxpayers for the $600 exemption provided in section 25 
(b) (1) (D), the section should be amended so that such an income limitation 
will be based upon adjusted gross income instead of gross income. 

Section 25 (b) (1) (PD) now provides that a taxpayer is entitled to an 
exemption of $600 for each dependent whose gross income for the calendar 
year in which the taxable year of the taxpayer begins is less than $600. Con- 
siderable controversy occurs over the definition of the gross income of the de- 
pendent. For example, cases are known where the gross rents received by a 
dependent are not permitted to be diminished by taxes and other proper expenses 
for the purpose of computing gross income under this section. These disagree- 
ments can be substantially reduced if the language of the code is changed so that 
the income limitation will depend upon the adjusted gross income of the de- 
pendent rather than his gross income, in the event that the Congress feels that 
an income limitation is necessary in order to determine the right of the tax 
payer to the dependent’s exemption (see recommendation 1, above). 


(Additional matter pertaining to topic 1 may be found on 43 to 49.) 
TOPIC 2—EXPENSES OF CHILD OR DEPENDENCY CARE 


The CuamrMan. The next witness is a very distinguished Congress- 
woman, Mrs, Edna F, Kelly, of New York. 

If you w ill give your name for the record and the capacity in which 
you appear, we will be delighted to hear you. 

I would Tike to make a statement. There are quite a number of very 
busy Congressmen here. I want to hear you as quickly as possible. 
For those who have engagements, I will set aside a day for Members 
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of Congress to come here in order that we may expedite the matter 
and save their time. 


Now you may proceed. 


STATEMENT OF HON. EDNA F. KELLY, A REPRESENTATIVE IN 
CONGRESS FROM THE STATE OF NEW YORK 


Mrs. Ketiy. Thank you, Mr. Chairman, for hearing me at this time. 
It is a privilege for me to appear before this committee this morning, 
and I want to express my appreciation to you and the members of the 
committee for hearing me. TI also feel it is my duty, and in line with 
that duty I introduc ed H. R. 305, to which I will address my remarks, 

In the revision of the revenue and tax laws, I hope you will give 
consideration to this group of citizens I have included in this bill. I 
have included only widows and widowers with dependent children. 
This means care for these children while the taxpayer is at work. It 
does not include or mean a babysitter deduction. My deduction would 
include those whose gross incomes do not exceed $5,000. For those 
in the higher brackets, the deductible allowance would be prorated 
accordinly. The form of the deduction I will leave to you, Mr. Chair- 
man, but this deduction could be in the form of a flat-rate deduction 
ee? child or a stipulated yearly deduction for such services. I also 
elieve consideration should be given in lieu of the deduction for 
play school, nursery school, or care outside the home while the parent 
is employed. 

For many years the law has permitted business firms deductions 
for entertainment, traveling expenses, professional dues, advertising, 
and so forth, but nothing has ever been done to help the hard- -pressed 
mothers and fathers whose mates are deceased, leaving the survivor 
the sole responsibility of not only raising the children but working to 
support them as well. There certainly can be no question as to “the 
justice of this exemption. This is a measure to protect the family, 
and it is principally a matter to help protect the children. It is time 
this one inequity in our income-tax law is corrected, and I hope you 
will give it careful consideration. I am sure H. R. 305 will do just 
that. 

I do not include foster parents or parents who have deserted. I 
think you might consider them, although I think the first line of duty 
is to those who can prove by vital statistics they are widows and 
widowers. 

That is all I have to say. I appreciate being here. 

The Cuatrman. We certainly thank you, Mrs. Kelly, for your fine 
statement and your interest in this humanitarian matter. 

Mr. Kean. This is limited to a gross income not in excess of $5,000. 
What does that provision mean ? 

Mrs. Keixy. You mean adjusted gross income. 

Mr. Kean. Adjusted gross income of over $5,000. Does that mean, 
for instance, if the taxpayer’s gross income was $7,000 and he paid 
$1,200 for somebody to take care of the child, there would be no 
deduction ¢ 

Mrs. Keitty. That is correct. 

Mr. Kran. If it was $5,200 and he paid $1,200, he could deduct the 
$200? 
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Mrs. Ketiy. Yes. I had to arrive at some figure. It is rather diffi- 
cult to draw that line, but, having had personal acquaintance with 
this, I put it at $5,000, because I do not think the revenue loss will 
hurt the amount the Government receives in taxes at this time because 
it is such a small percentage. 

Mr. Kean. But they are allowed to deduct an unlimited expense, 
according to your bill. 

Mrs. Keiiy. No. 

Mr. Kran. You say “a deduction for wages paid in cash to a house- 
keeper or nursemaid for services.” 

Mrs. Ketiy. It would be unlimited, but, after all, you have to 
consider that someone in the lower brackets may have nobody to 
take care of that child while he is at work, while you may have a 
person in the higher brackets paying a larger sum. That would be 
entirely dependent on the circumstances of the person, if the adjusted 
eross income should exceed $5,000. 

Mr. Mason. I think your bill brings out one thing we must con- 

sider, and that is the widow or widower who is working and is under 

the necessity of hiring someone to take care of the children while 
working. ‘There are bills before us which provide that the mother 
who is working and the father is working, and who are letting their 
children run, who have to hire someone to take care of them, could 
deduct for that. That is not an extreme case, because I know of 
dozens of instances in my own little town where the mother learned 
she could earn money during World War II and now insists upon 
doing it while the children are running loose and becoming a nuisance 
in the town. I would not want to give that kind of mother any ex- 
emption for whomever she hires. But if it is a widow or widower— 
and I see your bill points that out definitely—I think he or she is 
entitled to it. 

Mrs. Keity. Thank you for your interpretation. I hope this is the 
first step and that later on, if our economy permits an adjustment 
for increased income, I hope it may be included. 

Mr. Byrnes. I think you have a very finely drafted bill, and I 
think you have attempted to get away from abuses which Mr. Mason 
suggested might be possible under some of the other proposals that 
are made in this area. I am wondering, however, whether there 
should not be some limitation as to the amount of deduction other 
than a limitation related to the salary or adjusted gross income, be- 
cause you could have a person who did not have much by way of 
gross income but who had, let us say, a large bank account or was 
just living off an inheritance of some kind which would not be con- 
sidered income, and he could in terms of your bill go out and send 
that child to a rather fancy nursery school and just be engaging in a 
rather small amount of work on the outside. 

Mrs. Ketiy. I agree with you, Mr. Byrnes, but I am sure this 
committee can put a legal interpretation on that. Because I know 
at different times when I was out working myself, when I was in that 
category, from my personal experience, at certain periods of the 
year when I was away for a longer time, I had to pay a higher salary 
for services. So in that way I realize there is that fault. But in the 

same manner I think those who are in the $5,000 bracket do not go 
into excessive salaries for services. 
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Mr. Byrnes. That is true, if they are dependent entirely upon their 
earnings. 

Mrs. Ketiy. Yes. 

Mr. Byrnes. But what I am thinking of is a widow who was not 
dependent upon her earnings at all for her livelihood and who would 
work a little bit only to keep herself occupied. 

Mrs. Ketiy. I think that should be included in the adjusted gross 
income. She would have to give proof of that. I mean she may 
have an income, say, from bank accounts of $2,500, and she would have 
to go out and earn $3,000. You would get $5,500 in that case. And if 
she has to pay services of $1,500, she would be included in that 
category. 

Mr. Byrnes. Here might be a case I have in mind. Let us say a 
widow might be receiving by way of an annuity under a life-insurance 
policy left by her husband a payment of $20,000 a year. A very small 
part of it would be considered gross income. 

Mrs. Ketiy. Only $3,000 of that. 

Mr. Byrnes. Assume that individual worked for a couple of weeks 
a year, expecting also to send her child to a very fancy nursing 
school. 

Mrs. Kertty That was not my intention. 

Mr. Byrnes. I know it is not, but I wondered what your thought 
was as far as putting in an actual limitation on the amount of money, 
the cash amount, that could be deducted for employment of extra 
help. 

Mrs. Ketiy. Mr. Byrnes, I had thought that adjusted gross income 
of $5,000 would take care of that. 

Mr. Byrnes. My point is it would not take care of the case of a 
widow who is receiving $20,000 by way of an annuity from an insur- 
ance policy. 

Mrs. Ketriy. I felt she was not included in this, even though she 
worked for 1 or 2 days a week. 

Mr. Byrnes. It seems to me she would be included under this 
“adjusted gross income” test. 

Mrs. Ketry. That is right, too. 

Mr. Byrnes. Iam not criticizing the bill—— 

Mrs. Ketiy. I hope you make that correction. I would be glad to 
have it made. 

Mr. Esernarrer. I think your suggestion is very fine, but there 
could be many loopholes. Suppose a woman wants to work and she 
receives about $3,000 a year. That is her gross income. Would you 
allow her the exemption of $600 in addition to whatever was paid for 
her nursemaid ? 

Mrs. Kerry. If she made $3,000, if she had to pay a certain amount 
for services, she could deduct that. But that is up to $5,000. 

Are you talking of the $3,000 as gross income? 

Mr. Enernarter. As gross income. That would be about $250 per 
month, and suppose she paid out $35 or $40 a week for a nursemaid. 
Then she would not have any tax whatsoever to the Federal Govern- 
ment on a salary of $3,000 a year. That is one of the problems that 
will be faced. 

Mrs. Kerty. I hope she would not pay any. 

Mr. Esernarter. If she makes $3,000 a year gross, she would make 
no payment whatsoever to the Federal Government? 
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Mrs. Keiiy. Absolutely, because she is required to maintain her 
home; so in any vicinity, if she only had to pay that $35 or what- 
ever would be necessary—I know in my area I could not find anyone 
to work for $35 a week—— 

Mr. Exveruarrer. Your average pay in your area for a full-time 
maid is about $40 a week. 

Mrs. Keiiy. More than that. 

Mr. Eevernarrer. That would be $2,000 a year you would give as a 
deduction. In addition, you would give an exemption of $600 for the 
child, which would be $2,600. So the person making $3,000 a year 
would pay no Federal tax whatsoever. Do you think that would be 
all right ? 

Mrs. Ketriy. I do. 

Mr. Esernarrer. For a widow, particularly ? 

Mrs. Ketriy. I do. 

Mr. Foranp. Mrs. Kelly, first of all let me congratulate you for the 
position you are taking in this matter. Iam happy to say that I, too, 
have a bill along the same line. I believe I can go a little further 
than my colleagues here on the bench, because to my mind not only 
should we help the widow or any other mother who has children to 
take care of and wants to maintain her home and has to work, but I 
want to go so far as to say that a person, whether a man or woman, 
who wants to work and needs someone to take care of his or her 
children at home when he or she has to work, has to incur a business 
expense by hiring someone to take care of them. 

Mrs. Ketiy. That is right. 

Mr. Foranp. Any business concern can deduct its business expenses. 

Mrs. Keiiy. That is right. 

Mr. Foranp. Therefore, I maintain that the mother or father who 
happens to be in that particular position should be entitled to deduct 
as a business expense the amount actually incurred for that purpose, 
and that should not affect the other deductions or exemptions per- 
mitted under the law. 

Mrs. Ketiy. I did not dare go that far, Mr. Forand, but since you 
ire a member of the committee, I hope you succeed and I hope your 
bill comes out. 

Mr. Foranp. My bill goes further than yours. 

At this point, Mr. Chairman, I ask unanimous consent to put my 
own statement in the record following Mrs. Kelly’s statement. 

The Cuarrman. Without objection, it is so ordered. 

(The matter above referred to is as follows :) 


REPRESENTATIVE AIME J. Foranp (Democrat, RuopE ISLAND) INTRODUCES A BILL 
PERMITTING TAX DepUCTIONS FOR WAGES PAID FOR CHILD AND DEPENDENTS’ 
Care (HH, R. 4206) 


Representative Aime J. Forand (Democrat, Rhode Island) introduced a bill 
today which would permit a working parent and head of a household to deduct 
the wages paid for housekeepers, nursemaids, and for nursery care of children 

nd other dependents incurred in order to be able to be gainfully employed. 

Deductions of these wages would be permitted in an amount of $1,500 a year, 

50 percent of the taxpayer’s adjusted gross income, whichever is lesser, 
However, no deductions would be permitted where the total income of the family 
group exceeds $4,500 a year. 

Mr. Forand stated: “The bill which I introduced today rights a wrong in the 
present tax laws which not only discriminates against a working parent or head 
of a household, but also violates every test and principle of what are ‘ordinary 
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and necessary expenses.’ The result is that these persons who in order to be 
able to engage in gainful employment must hire someone to take care of their 
dependents are not being taxed on their net income, but on their gross income. 
This is contrary to the policy of our tax laws. 

“For an expense to qualify as a business expense, it must be directly connected 
with the trade or business carried on by the taxpayer: it must be an ordinary 
and necessary expense, and it must be reasonable. Wages paid housekeepers 
and nursemaids in order to permit a parent and a head of a household to secure 
gainful employment should certainly qualify under these tests, assuming they are 
reasonable. 

“It is my belief that if as many mothers, for instance, had been working at the 
time that regulations were shaping the meaning of ‘ordinary and necessary busi- 
ness expenses’ as there are now, the Treasury Department would have permitted 
deductions for wages paid housekeepers, nursemaids, and expenses of nursery 
care. 

“The denial of these deductions at the present time makes the children or 
other dependents involved a burden and penalty on the taxpayer. It also penal- 
izes initiative and self-respecting independence. The limitations contained in 
my bill insure that the persons involved must out of necessity incur these ex- 
penses in order to maintain their families. 

“Tt only gives relief in the case of misfortune, that is, where one of the parents 
has died or is separated from the other by divorce or court order. For example, 
there are many widows today who must work to support their children, due to 
the fact that their husbands were killed during the war. Persons usually become 
heads of household due to misfortunes such as the death of a brother or sister, 
leaving orphan children, or similar unfortunate happenings. 

“To qualify for deductions of wages paid housekeepers, nursemaids, and for 
nursery care under my bill, the person must be a head of a household or a parent 
whose spouse is either dead, divorced, or separated from him. No deduction 
would be permitted where the total income of the family group is $4,500 a year, 
and, where deductions are permitted, they would be limited to the lower of $1,500 
or 50 percent of the taxpayer’s income. 

“Other countries provide favorable tax treatment in cases where children re- 
quire the incurring of additional expenses in order for the taxpayer to be gain- 
fully employed. A publication issued by the United Nations, Department of 
Social Affairs, in 1952 entitled ‘Economic Measures in Favour of the Family,’ 
summarizes the provisions in the tax laws of various countries relating to relief 
in the case of domestic help. 

“Canada, for instance, permits an additional deduction of $150 for each child 
where the family is entitled to a family allowance and $400 where they are not 
entitled to a family allowance, in cases in which the taxpayer supports children 
in homes where full-time servants are employed. 

“Great Britain permits unmarried taxpayers a deduction of 50 pounds in cases 
where housekeepers are necessary to take care of children. Norway permits 
single taxpayers maintaining a household and employing housekeepers to care 
for dependent children, in cases where it is necessary to permit the taxpayer to 
work, to claim the housekeeper as a dependent. Sweden permits a deduction 
equal to that permitted for wives in cases where unmarried taxpayers have de- 
pendent children and a housekeeper residing with them. 

“France imposes a tax on domestic servants. However, taxpayers are ex- 
empted from this tax where they have no more than 1 domestic servant and 
2 children under the age of 16 or an ascendant over age 65. If there are at 
least 4 children and persons aged 65 or over, 2 domestic servants are exempted 
from this tax. 

“Tax relief in the case of wages for housekeepers and nursemaids and expenses 
for nursery care of children has for years been a recognized part of the law of 
these countries. It seems inconceivable to me that the United States, which is 
in a position of world leadership, should be backward in this phase of its tax 
laws. 

“T am going to urge early consideration of my bill by the Committee on Ways 
and Means.” 


The Crarmman. We thank you very much, Mrs. Kelly, for your fine 
statement. 

Mr. Boaes. Mr. Chairman, I hate to detain Mrs. Kelly, but I just 

want to say I am not only very much impressed with what she has 
had to say, but I am very much impressed with Mrs. Kelly as a witness. 
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I think she is the most attractive witness we have heard in a long time. 

Mrs. Kextuy. Please do not embarrass me. 

The Cuatrman. We can all agree with that, but I also know of an- 
other very attractive Congresswoman who is coming. 

Mr. Boaes. I meant up to this point. 

Mr. Coorrr. On behalf of my colleague, Mr. Dingell, I ask unani- 
mous consent that a letter addressed to him by Mr. Beryl S. Denzer 
be placed in the record at this point. 

The Carman. Without objection, it is so ordered. 

(The letter above referred to is as follows:) 


WASHINGTON 19, D. C., June 15, 1958. 
Mr. Joun D. DINGELL, 
Ways and Means Commitee, House Office Building, 
Washington, D. C. 

DEAR Mr. DINGELL: As a mother with two small children to support, I heartily 
favor legislation to provide tax relief for working mothers. I believe that all 
mothers in my position feel that the outlay for child care is a legitimate business 
expense and should be considered a deductible item in filing income-tax returns. 

Unquestionably failure to provide tax relief in this form is bringing additional 
hardship to thousands of fatherless homes. 

Good child care is expensive. No mother wants a “bargain” when it comes 
to providing a substitute for herself in guiding her children in her absence. In 
my own case, I must pay $32 for suitable help, 5 days a week, for my children, 
ages 4 and 6. Without this provision, I could not leave the home to earn the 
money to pay the bills! Yet under the present law, I canot expect tax relief 
on this major item—my biggest single expenditure every week. 

Representative Kenneth Roberts (Democrat, Alabama), who has introduced 
a bill to alleviate this situation, pointed out recently to the Women’s National 
Press Club that while an employer can deduct the cost of a secretary as a 
necessary business expense, his secretary “cannot deduct, for the same reason, 
the cost of someone to stay with her child.” 

To point up the inequity further, Representative Roberts emphasized that an 
architect can deduct for membership in several country and social clubs where he 
uses these contacts for business purposes; a professional golfer can deduct for 
golf equipment for professional use in tournaments; a business firm can deduct 
for office “clambakes.” 

But women, whose paychecks invariably are smaller than those of male bread- 
winners, are presently allowed no relief on their biggest work-connected ex- 
penditure each week: Child care. 

I am aware that more than a dozen bills similar to Mr. Roberts’ measure 
have been allowed to die in the past for lack of active support. I sincerely 
hope that the problem will be fully explored by your committee this week, and 
that some action will be taken to deal adequately with this inequity. 

Yours sincerely, 
Beryt S. DENZER. 

The Cuatrman. Now I will call Mrs. John B. Sullivan, Congress- 
woman from Missouri. 

Mrs. Sullivan, I am very glad to see you here. Will you give your 
name and the capacity in ‘which you appear for the record? 


STATEMENT OF HON. LEONORE K. SULLIVAN, A REPRESENTATIVE 
IN CONGRESS FROM THE STATE OF MISSOURI 


Mrs. Suntutvan. I am Mrs. John B. Sullivan, of the Third District 
of Missouri. 

Mr. Chairman and members of the committee, it is a privilege to 
appear before this committee today when you are considering a re- 
vision of our Federal income-tax laws. Several bills have been intro- 
duced to correct the inequities of which I am going to speak. I am 
not testifying in behalf of any one of them. I am merely asking that 
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these facts be given consideration when this able body of legislators 

begins to rewrite the tax laws. I am coming before you to ask the 
members of this committee to give careful study to several features 

in the present tax law that I consider to be unjust. 

1 have personally experienced the difficulties which face so many 
workingwomen today, as a woman—a widow with dependents—and 
as a Member of Congress. 

As background, I want to present to the committee the fact that in 
this year 1953, according to the Department of Labor, more than 55 
percent of all workingwomen are married. I come here to speak in 
behalf of these women. 

To more fully understand the significance of this appeal, in my own 
State of Missouri we have 436,000 workingwomen—nearly half a mil- 
lion. These women make up 28 percent of the entire working force 
in the State. The total number of women working in the United 
States today is 1814 million. 

Now, this is the fact I want to stress: approximately 5 million of 
this total have children under 18 years of age, and of these 5 million 
2 million have children under 6 years of age. I would like to make 
clear, therefore, that nearly a third of the married women are work- 
ing today in order to assist in giving their children a decent standard 
of living. 

It has been found that the husbands of the majority of these married 
workingwomen are in the lower income bracket, a very small percent- 
age being in the higher income levels. An important point to make 
here is that not only do women work because they have to, but under 
our present economic system we need these women workers. 

I am convinced through study and experience that these women are 
entitled to a tax revision to correct the inequities they have suffered. 
When a married woman works outside the home, it means that in 
most cases she has a double duty and a double burden. It is my firm 
belief that she should be allowed, as a deduction for business purposes, 
that expense, within certain limitations, which she incurs for child 
or dependency care while she is earning a living. This also holds 
true in many instances for the single girl who has the care of de- 
pendents. 

Mr. Chairman, there are other bills that are coming up later that 
have been introduced proposing other amendments to the tax laws, 
but while Iam here testifying I would like to touch on just these things 
for the record, and one of these that I believe needs particular atten- 
tion is a proposal for the deduction of medical and dental expenses. 
Bills have been introduced for an amendment to the income-tax law 
calling for the full deduction of medical and dental expenses for 
dependents over 65 years of age. Another needed amendment calls 
for an additional exemption for de »pendents who are over 65 years of 
age and blind. 

It is a matter of record that as people grow older many of them 
incur heavy medical expenses. This in many cases becomes a burden 
on the wage earner who is caring for an elderly person as a dependent. 

It is my considered opinion that wage earners with this added 
responsibility should be allowed to deduct from their gross incomes 
full medical and dental expenses not covered by insurance for depend- 
ents over 65. I believe also that wage earners who are caring for 
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dependents over 65 who are blind should be allowed an additional 
tax exemption for such dependents. 

The burden on the wage earner in caring for older dependents is 
a heavy one, and I hope ‘this committee will find it possible to give 
them a much needed tax relief 

The CuarrmMan. We thank you for your very fine statement. 

Mr. Esernarrer. Mrs. Sullivan, I notice you say there are excluded 
from the benefits in your proposed law—those who have insurance 
and receive payments from insurance policies for medical attention. 
Would not that be sort of a discrimination against those people who 
have the foresight or thrift to buy insurance to cover those expenses / 

Mrs. Sutzivan. Not if they are to be repaid for any expenses they 
have, because that part is t: aken care of. But some people cannot buy 
insurance, because insurance is high, especially for older people. 

Mr. Esrrnarrer. Just one point there. If these people who could 
pay the premiums to take care of those contingencies which you say 
these people are faced with cannot get the benefit of the exemption 
for medical expenses, it would be sort of a discrimination against 
them and would be a great deterrent to pebrite buying insurance, 
because they will say they cannot take advantage of it in their income- 
tax returns if they get paid by the insurance company for their 
medical expenses. 

Mrs. Sutnivan. In those instances, Mr. Eberharter, but there are 
cases where you cannot buy medical or hospital insurance for old 
people after they are 65 years of age or older. And in that case we 
know as we get older—at least it has been happening in many cases— 
that the medical expenses are much higher. 

Mr. Esernarter. Oh, yes. 

Mrs. Sutuivan. I am talking about deductions for medical and 
dental expenses after they are 65. I believe that should be taken out 
in full, because usually they are oo someone take care of them, 
some of the younger people, and it becomes a great burden on that 
wage earner to have to pay out ihies heavy expenses for their older 
dependents, 

Mr. Cooper. I want to say I am sure we all congratulate Mrs. 
Sullivan and Mrs. Kelly for the splendid statements they have pre- 
sented here to the committee. 

Mrs. Sutiivan. Thank you. 

The CuHatmrman. I am going to try to accommodate Members of 
Congress who are here waiting. The first Member I see here on the 
list is Congressman James C. Davis. 

We will be glad to hear you, Congressman. Give your name and 
the capacity in which you appear for the record. 


STATEMENT OF HON. JAMES C. DAVIS, A REPRESENTATIVE IN 
CONGRESS FROM THE STATE OF GEORGIA 


Mr. Davis. My name is James C. Davis. I represent the Fifth 
District of Georgia. I appear in behalf of H. R. 4394 and for the leg- 
islation which is covered in topic No, 2 in your schedule for today. 

I appear today, Mr. Chairman and gentlemen, to urge favorable 
action by your honorable committee on legislation to amend the Inter- 
nal Revenue Code to allow a working mot her an inc ome-tax exemption 
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for expenses incurred for care of children during the mother’s work- 
ing hours. 

On April 1, 1953, I introduced H. R. 4394 for this purpose. This 
bill seeks to amend section 23 (a) (1) of the Internal Revenue Code 
relating to deduction of trade and business expenses by providing 
that— 

Expenses paid or incurred for the care of a child shall be treated as expenses 
paid or incurred in carrying on a trade or business if (1) such child is a de- 
pendent of the taxpayer and has not attained the age of 16 years; and (2) such 
eare is for the purpose of enabling the taxpayer to be gainfully employed. 

The amendment provides that this income-tax exemption to work- 
ing mothers shall take effect as of January 1, 1953, and apply to this 
year and all subsequent years. 

I feel that there is widespread need for legislation of this nature. 
There are many mothers of small children in this country who have 
been forced by circumstances to become breadwinners for their fami- 
lies. I am sure there is no need for me to point out to this committee 
that the mother of a small child or children cannot leave her home 
and children and go to work without making preparation for the 
care of her children during the day while she is absent from home at 
work. The customary and usual arrangement under these circum- 
stances is for the mother to employ some person to stay in her home 
and care for the children during the mother’s working hours. Such 
an arrangement is usually more satisfactory from every standpoint 
than placing the child in a day nursery or similar establishment, 
which involves carrying the child to and from such place. But what- 
ever plan is used, there is substantial expense attached to it, which is 
nothing more or less than a reduction of income for the working 
mother and reduces just to that extent her ability to supply the neces- 
sities of life for herself and children. 

I would like to quote you a part of a letter written me by a con- 
stituent in my district. She writes: 

It is very difficult for a mother, who with a child is forced to work for the 
support of both, due to the fact that the father in the case deserts the both of 
them. This happened to me when my child was 9 months old. There was no 
member of my family who could assist me in the care of the child. Therefore, 
it was necessary to secure an outsider’s services, which of course costs money. 
At that time my income was $200 per month, $75 of which paid for the child’s 
eare. It is very difficult to support 2 people on approximately $100 per month, 
and that was my net income. At the present time I earn $250 per month, $80 
of which goes for child-care service, $30 is withheld for income tax. That 
leaves $140 for living expenditures. You must know this is very hard. If some 
allowance could be made to assist myself and others in such a dilemma, it would 
certainly be a blessing, and this bill would certainly help. 

That letter is typical of quite a few which I have received, and it 
points up the pressing need for tax relief to this extent for mothers 
who are forced to work to support themselves and children. 

Of course, they must have someone to care for the children when 
there is no mother or father in the home. Without proper care, 
juvenile delinquency would increase by leaps and bounds. Our Gov- 
ernment has made allowances for income-tax exemption for expenses 
paid or incurred in carrying on a trade or business. I think common 
fairness and justice require that a similar exemption be allowed to 
working mothers who cannot in the light of reason and prudence 
have their children unprotected and without supervision and who 
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incur these child-care expenses directly as an expense incident to and 
arising out of their employment. 

Mothers who work to support themselves and children are entitled 
to this exemption as a legitimate business expense. Secondly, from 
the standpoint of the best interests of the country, I think the Federal 
Government should concern itself from the standpoint of keeping fam- 
ilies together, preventing juvenile delinquency, and having children 
reared under influences conducive to good citizenship. 

For these reasons, I think the Federal Government can well afford 
to relinquish the taxes from this source which working mothers are 
now paying. I think it would be a simple act of justice. I feel that 
such action is long overdue, and I would like to urge as earnestly as 
[ possibly can that your honorable committee t take favorable action 
on legislation to afford this relief. 

The Cuarrman. Does that conclude your statement ? 

Mr. Davis. Yes, sir. 

The Cuarrman. We thank you very much for your appearance and 
the fine contribution you have made on this very important matter, 

Mr. Srmpson. I want to inquire would your bill give this advantage 
to a married couple, regardless of their economic status, if they both 
were working. 

Mr. Davis. I believe a proper construction of it would, Mr. Simpson. 

Mr. Srapson. Is that your your intention and desire? 

Mr. Davis. I did not want to shut out those who do not fall within 
the classification of widows. I have heard discussion here about that 
this morning and, of course, it points up some very interesting ques- 
tions. I am not concerned about including an exemption just for the 

sake of an exemption to people who do not need it. I am primarily 
concerned with wor king mothers who do need it. 

I have heard the questions asked, particularly by Mr. Mason, and 
I feel legislation of this nature ought not to shut out everyone except 
widows. I have in mind and have thought, for instance, of a family 
which has had a long spell of sickness and has incurred a great in- 
debtedness and is faced with bankruptcy unless the wife could, at 
least for a period, earn something and help the husband get back on 
his feet. I can also see, for instance, that disaster may overtake a fam- 
ily; they may lose their home by a fire or tornado or other disaster, 
and there would be temporary need for the wife to leave home and 
help the husband get back on his feet. So I think there are quite a 
few instances in which working women other than widows ought to 
have the benefit of an exemption of this kind. 

Mr. Mason. The illustration from that letter you read, of course, 
is a perfectly legitimate one. That woman is a widow to all intents 
and purposes. 

Mr. Davis. Yes, sir. 

Mr. Mason. And should be entitled to any exemption we permit. 
But would you say we should go this far: A married lady insists upon 
working so that she can buy a $750 fur coat because her husband can- 
not afford it. He is working; he is earning what we would call a good 
living, but she cannot afford these luxuries and she wants these luxur- 
les and therefore she goes to work and earns for herself enough to get 
these luxuries, and she neglects her children or hires someone who is 
not capable of handling them and is letting them run the streets and 
thus bringing about juvenile delinquency? And I know of several 
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vases of exactly that kind. Would you say this committee should 
step in and encourage that woman to continue to do that? 

Mr. Davis. Well, I am no more desirous to encourage that than the 
gentleman from Illinois is. I would say, to be a little facetious, that 
maybe it would be better to let her husband get a job with the Attorney 
General’s office and get a fur coat given to him. [Laughter. | 

Mr. Mason. Those days, we hope, are gone forever. 

Mr. Davis. I join you in that hope. 

Mr. Curtis of Missouri. I would like to be sure of one thing, fol- 
lowing up what Mr. Simpson asked. Under your section of page 2 
you say such child must be a dependent of the taxpayer. Now, of 
course, if the husband and wife file a joint return, the child would 
be a dependent of the working wife. That is correct; is it not? 

Mr. Davis. That is my conception of it. 

Mr. Curris of Missouri. Now, here is what disturbs me. I can 
easily imagine—in fact, I know of an actual case where the amount 
of the exemption could exceed the amount of the income of the working 
mother. And along the line Mr. Mason suggested, a wife could easily 
work on a part-time basis to a certain extent, and the cost of taking 
care of the child could easily exceed the amount of her income. Yet, 
there seems to be no protection in this bill against that very likely 
occurrence. I wonder if you have any comment on that. In other 
words, there is no limit in here on the amount of expenses or exemption 
that might be permitted. 

Mr. Davis. No; other than I would think the Internal Revenue 
Department would have some discretion, certain individual discre- 
tion, in allowing exemptions, which I understand they do have in 
connection with all exemptions of business expenses to say what is 
a proper amount for a certain purpose. And if it exceeds a reasonable 
amount for that purpose, it would be my thought that they could 
take care of that by exercising the discretion which they have. 

Mr. Curtis of Missouri. Thank you. 

The Cuarrman. We thank you very much, Mr. Davis, for your 
contribution to a very important subject. 

Mr. Davis. Thank you. 

(The following statement was submitted for the record (see p. 42) :) 
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Mr. Chairman and members of the committee, my bill, H. R. 2255, would 
provide that a parent who is a widow or widower could deduct the highly 
essential portion of his budget which provides for the care of children during 
the time he or she is on the job. Deductions would be allowed only for the 
eare of children under the age of 16 and the full deduction would be provided 
only if the taxpayer’s adjusted gross income for the taxable year was $5,000 
or less. Taxpayers falling in the category defined by this bill and earning 
more than $5,000 would be allowed to deduct only the sum by which their 
normal deductions, under the provisions of the bill, might exceed the portion 
over $5,000 earned by each taxpayer. 

There are today greater numbers of parents than ever before who must, 
of absolute necessity, make financial outlays for the care of their children in 
order to earn even a meager living. A great many of these cases occur, of 
course, in families where the death of one or the other parent makes essential 
employment by the surviving parent as well as care for the young children of 
the family during working hours. In such cases, money paid for the care of 
children is a vital and wholly necessary business expense. It is as necessary 
a business expense as those which have already been provided for in our present 
laws governing deductions. 
































GENERAL REVENUE REVISION 37 


As this committee is undoubtedly aware, overwhelming popular support has 
been expressed for some type of legislation along this line. Mr. Roberts, my 
colleague from Alabama, has introduced H. R. 2861, to permit income-tax deduc- 
tions for certain expenses incurred by working mothers in providing care for 
their children while they are at work. I am wholeheartedly in support of this 
proposal by Mr. Roberts, as well as that set forth in my bill, H. R. 2255. Both 
are proposals which would relieve the economic hardships imposed on many of 
our low-income families. Certainly, what I propose in H. R. 2255 is the very 
minimum of relief we should bring to those parents who are forced to make 
financial outlays for the care of their children in order to hold employment. 

I have no pride of authorship in my particular bill. I can understand how 
the committee might want to write safeguards into the law in addition to those 
contained in my bill. For instance, the committee might want to fix a figure 
above which a claim for exemptions for care of children might not exceed. It 
is my thought that a taxpayer be allowed a deduction of at least $1,500 for 
this purpose. 

Millions of American wives are the breadwinners, or at least the partial 
breadwinners, of their homes. These mothers have the double responsibility 
of earning a living and of rearing their children. The fact that they do 
both jobs well is attested to by the great ability of this Nation to produce 
goods and services, as well as the high standards of achievement set by its 
youth. 

There are some who argue that to provide this additional exemption to 
working mothers will encourage some of those who have not already done 
so to seek employment. I do not believe this is true. There are others who 
say that to raise this exemption will contribute to the growth of juvenile 
delinquency. I believe this, too, is an unwarranted view. Instead, I believe 
the allowance of this exemption will have the effect of generally increasing 
the type and quality of care that children of working mothers receive. 

Again, Mr. Chairman and members of the committee, I want to stress my 
belief that tax relief in this field is justified at this time. Secondly, it is my 
hope that if the committee feels it cannot grant the full relief provided working 
mothers by the Roberts and other bills it will at least approve my bill, H. R. 
2255, granting a widow or widower the right to deduct the amounts paid in 
providing for the care of children while the taxpayer is employed. 

Thank you. 


The CuarrMan. The next witness is Hon. Kenneth Roberts. We 
will be very glad to hear you, Mr. Roberts. Give your name and the 
capacity in which you appear for the record. 


STATEMENT OF HON. KENNETH A. ROBERTS, A REPRESENTATIVE 
IN CONGRESS FROM THE STATE OF ALAMABA 


Mr. Roserts. Mr. Chairman and members of the committee, I am 
Kenneth Roberts and represent the Fourth District of Alabama. 

This morning I find myself, a bachelor, in the unique position of 
testifying in behalf of motherhood. I sincerely hope when I have 
completed my testimony, however, that my position will not remain 
unique but will be universal with the members of this committee and 
that a bill giving tax relief to working mothers will be reported to 
the House floor for action. 

The particular bill to which I invite the committee’s attention is 
H. R. 2861, which some of my constituents have affectionately termed 
my legislative baby. Specifically, this bill would amend section 23 
of the Internal Revenue Code so as to permit a working mother to 
deduct the cost of child-care expenses when computing her Federal 
income tax. 

There are limitations in my bill. It is not a runaway measure. 
It is a much needed piece of legislation to assist mothers who are 
working just to give their children a decent life. H. R. 2861 pro 
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vides that no deduction shall be allowed to any taxpayer where the 
adjusted gross income exc eeds the sum of $6,000 plus $500 for each 
child. The bill further provides that the amount deductible for child- 
care expenses shall not exceed $40 in any week and that the children 
must be under 16 years of age and live at home. 

Need I point out: Entertainment is tax deductible. Travel ex- 
penses are deductible. Membership in a country club is deductible. 
= actor’s wardrobe is deductible. Even a suite at the Waldorf may 
be deductible. The Bureau of Internal Revenue Code stated that 
“all the ordinary and necessary expenses incurred in the production 
of income” are tax deductible. 

Despite the weird array of items which pass by tax exempt under 
these words, this tax deduction is not — to the working mother. 
The working mother who, in order to earn a living, must hire a 
maid to care for her young children while she is absent from the 
home. The courts have held that child-care expenses do not fall 
within the scope of “all the ordinary and necessary expenses in the 
production of income.” 

In the case of Henry C. Smith v. Commissioner of Internal Revenue 
(40 BTA 1038), the Board of Tax Appeals way back in 1939 said, 
“We are told the working wife is a new phenomenon.” Apparently 
the courts would keep mothers out of the labor market, but the war 
changed this and the number of working mothers is greater than ever 
before. 

There are presently 19 million workingwomen, 24 percent of whom 
are mothers with children under 18 years of age. Today 1 mother 
in every 4 with children under 18 is in the labor force. While in 
1940 mothers comprised only 11 percent of the women in the labor 
force, by 1951 this figure had climbed to 28 percent. 

These women do not work because they prefer to do so. They 
work because of necessity. They work because they have been left 
the head of their family and need the money in order to eat or they 
work to supplement their husband’s small earnings. In urban areas 
when the husband’s income is under $6,000, from about a fifth to a 
third of the wives are in the labor force. 

It is estimated that there are approximately 8.7 million women in 
this group. Where the husband’s income is over $6,000, only about 
a tenth of the wives are in the labor force. There are only about 
0.3 million women in this category. In 1951 for families with work- 
ing wives the median income was $4,000; for families in which the 
wife did not work the median income was $3,315. 

The above data clearly indicates that sizable proportions of work- 
ingwomen are now carrying the dual responsibility of a job and the 
care of children, that the average income of all women is relatively 
low, that the proportion of wives who work is in inverse relation to 
the income of their husbands, and the wives’ contributions contribute 
significantly to a better standard of living for the family. 

My earliest interest in the problems of working wives came about 
because I was reared in a small cotton-mill town in the South where 
I saw a great deal of poverty. As a newsboy of 10, delivering papers 
into homes in my community, I observed the conditions under which 


families in the low-income brackets lived where it was often necessary 
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for both husband and wife to work in order to provide the necessities 
of life, a decent home, and schooling for the children. 

The mail which I have received since the introduction of H. R. 
2861 indicates that today there still exists a tragic need for these 
people to be helped. A great step in helping these women could 
be achieved by the enactment of H. R. 2861 or a similar measure, 

A war widow from Rochester, Mich., has written me that ever 
since the war took her husband she has had a hard time making ends 
meet with the cost of the nursery school and just living. | Reading:]| 


If I could have meant new instead of used snowsuits and clothes for my child, 
and a good deal better attitude on my part toward my Government. 


After seeing an article in the Washington Post, a working mother 
here in Washington wrote me: 


I have been blessed with a lovely little girl (now nearly 10) but have rarely 
had the pleasure of being a mother. Why? Because I came within the category 
of “low income” workers trying to support an almost-orphaned child. I’m 
divorced from her father who, at least 95 percent of the time, has been totally 
unaware of his obligation or responsibility to her. Consequently, the entire 
burden has really been my problem. The only way I could possibly make ends 
meet was by working not 1, but 2 full-time jobs, the major part of the time. 

Your endorsement of our cause does certainly seem like a bright light at long 
last, in what has been a very dark night. 

May God bless you. 

It is a little easier for the college-educated, professionally trained 
woman to assume the double role of family head and mother, than it 
is for the business-trained secretary, or the women who can offer 
skilled or unskilled labor. Take the case of Mrs. X who found her- 
self the sole supporter of her 2 children, ages 5 and 7. She wrote: 


When my youngest child was 9 months old, it was necessary for me to leave 
the children and go to work. My income at that time averaged $150 a month, 
which was enough to support me in the small city where 1 worked, but not 
enough to support my children. My parents had to support my children at 
this time, so I could claim no income-tax exemptions for them, and had to pay 
income tax for a single person—a goodly sum, even though I had not enough 
money to take care of my most important obligation—the support of my children. 

In order to earn enough money to support them, I had to move to a large city, 
where pay for my professional services was higher. I am a college graduate 
with 15 years of experience in my field and my salary has now reached a limit 
beyond which I cannot expect it to rise. I am now able to support my children 
(that is, to feed and clothe them)—and thus claim exemptions for them on my 
income tax but I am still unable to have the happiness of having them with me 
because I cannot afford the expense—$150 in Chicago—of hiring a reliable per- 
son to care for my children while I work. I must board them with relatives 
in a small town 200 miles distant. 

Until my health broke down, I visited my children every weekend. Now, 
under doctor’s orders, I can make the trip only every other weekend. A 
psychiatrist has reported that my children are emotionally disturbed as a result 
of living with various relatives and not having a permanent home and a mother 
to care for them. 

I have done all I could do, yet I have failed. 


Aside from these personal cases of hardship, the present inequitable 
tax law has an adverse effect on the welfare of the country by making 
it difficult to keep women in the fields of teaching and nursing where 
a critical labor shortage exists. Teachers and nurses are traditionally 
underpaid, and by the time nondeductible child-care expenses are sub- 
tracted, it is hardly worthwhile for these women to continue to work, 
once they have families. 
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The dean of education of a large eastern college, a man keenly 
aware of the teacher shortage, wrote Senator Sparkman, who spon- 
sored the companion bill to H. R. 2861 in the Senate: 


This bill is, indeed, a step in the right direction and will go a long way toward 
alleviating much of the teacher shortage in the United States. In the past 7 
or 8 years, I have talked to many school superintendents who have canvassed 
their communities in an effort to find qualified teachers for their schools. Many 
found them all right, but couldn’t talk them into taking the job because these 
women could not deduct the expense of household help which they would have 
to get in order to hold a public-school job. In many instances, they would 
actually have been losing money. 

















A teacher from Spartanburg, S. C., has written me that she is 
tempted to quit her job, despite the teacher shortage, because after 
all deductions are made, she is left with only $21 per week. [Read- 
ing : | 

I can hardly feel that this pitifully small sum can compensate for the loss 


of companionship and affection which I could be giving my children during those 
working hours. 


It has been a much-publicized fact that there is a shortage of nurses 
for both armed services and civilian hospitals. If the following letter 
I received is exemplary of the general attitude of nurses, there is little 
prospect that the shortage of nurses will be improved until Congress 
takes favorable action. [Reading:] 


Tam a registered nurse. I married while in the Armed Forces in 1945. Since 
returning to civilian life, I have had twochildren. Realizing the acute shortage 
of nurses, I went back to work 38 years ago but recently quit my job. I was 
paid $225. After deducting $45 for Federal taxes and $65 for child care, I had 
$105 left, a large portion of which was spent for other expenses entailed by 
the job, such as busfare, lunch at noon, uniforms, laundry, ete. I am sure no 
one is going to get up at 5 a. m., wash, prepare lunches, and return home at 5: 30 
p. m. to prepare dinner, iron, and clean house, for such a small financial return. 
I and many nurses I know who are now married and have small children will 
return to nursing only when your bill or a similar measure is passed. 






















While the mention of tax relief for working mothers generally 
evokes a response of enthusiastic approval, I am aware that there is 
some slight opposition to H. R. 2861. This opposition falls into two 
categories. First, there are those individuals who feel that mother’s 
place is in the home, and that enactment of the bill would be an in- 
centive for mother to leave home for the office. 

Second, and of considerably more importance, are the individuals 
who feel that H. R. 2861 does not go as far as it should. 

I am quite sure that the extent of this opposition for the reason 
that it takes mothers away from home is extremely limited, however, 
as in the several hundred letters which I have received, only a few 
such letters have opposed the bill. In answer to this view, neverthe- 
less, let me say that this bill is not intended to encourage mothers to 
work who do not need to do so. 

Its purpose is to apply the same principle to the individual wage 
earner as is applied to business generally. H. R. 2861 contains ade- 
quate safeguards as to limitations on income; a limitation on the al- 
lowable deduction; and a limitation of age for the children. Any 
businessman in computing his tax is allowed to deduct any expense 
necessary in the production of his income. This bill is an effort to 
apply this same principle to the working mother. 

The second group of individuals who ‘object to H. R. 2861 do not 
actually oppose the bill as much as they would like to have its provi- 
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sions broadened so as to include widowers, persons who support aged 
and invalid parents, and mothers who pursue a career and earn over 
the proposed $6,000 a year income limitation. 

I do not have a hard and fast attitude with regard to the provisions 
of my bill. Since the introduction of my bill and after having read 
the mail I have received, I am of the opinion that not only the ex- 
penses of child care should be allowed, but that H. R. 2861 should 
be extended to include the necessary expenses of caring for any de- 
pendent who is sick or disabled, such expenses being made necessary 
by reason of the taxpayer’s being absent from the home in order to 
work. 

I am pleased to report that the principle of extending tax relief to 
working mothers with regard to filing State income taxes is now 
being recognized by some States. This spring the members of the 
Oregon State Legislature in the last day of the session enacted a bill 
making child care expenses deductible. 

All trends evident in the foreseeable future point toward the continuance 
of a large and probably growing woman labor force. This fact is indicated in 
the first place by the nature of an economic society in which many family needs 
must be purchased in the market rather than supplied at home, and in which 
pressures for adding to family income consequently are strong. Furthermore, 
this country’s current objectives will continue to require a considerable woman 
labor force, since they are directed toward maintaining a high level of pro- 
duction parallel with a military program that tends to lessen the supply of man- 
power for essential civilian occupations. Since these national plans, both in 
their defense manufacture and their military aspects, are designed to extend 
through an indefinite period of time, the need for women workers, particularly 
for those who develop the skills most in demand, is likely to continue. 

This country’s most numerous and available labor reserve is comprised of the 
women between 18 and 64 who are not now in the labor force, only about 1% 
million of whom are unmarried. Hence needs for new women workers inevitably 
will call into the labor force many married women, including many mothers. 
(Employed Mothers and Child Care, Bulletin of the Women's Bureau, U. 8S. 
Department of Labor, No. 246.) 

Members of this committee, the working mother is no longer a new 
phenomenon. From 1900 to 1950, the number of women in the work 
force of the Nation has more than tripled, while in the same period, 
the number of men did not quite double. Today these working 
women and mothers have to bear an unjust tax burden because of an 
outdated court decision. 

The amount of money which the working mother could save by 
being permitted to deduct the baby care expense from her income tax, 
would be small in dollars to the Federal Government, but great in 
human values to the families concerned. It isa little hard to reconcile 
the present insensitive attitude on the part of a Government which 
allows a lawyer to deduct entertainment fees lavished upon a prospec- 
tive client, a professional golfer to deduct his equipment in tourna- 
ments, and companies to deduct the expense of picnics for the employ- 
ees, which will not grant this privilege to the weary working mother 
who toils all day in the factory and works for her family in the eve- 
ning, in the hope that her children may have a better life. Gentlemen, 
I beseech you to give this legislation your sympathetic attention and 
that you take action to end this tax injustice which now shackles the 9 
million working mothers of our great, bountiful country. 

I wish to thank the chairman and members of the committee for 
your patient attention and consideration shown in this matter. 
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The Carman. Thank you very much. You made a fine state- 
ment. 

Mr. Roserts. I will be glad to try to answer any questions the 
members of the committee might have. 

The CHarrMaAn. Are there any questions? 

Mr. Roserts. Mr. Chairman, one other thing. With the permission 
of the committee, I have a number of letters from all sections of the 
country, and I certainly would not want to burden the record by put- 
ting all of those letters in, but I would like to have permission of the 
committee to add certain exhibits to my statement for the record. 

The CHarrman. About how much, Mr. Roberts? 

Mr. Roperts. Well, I will be very careful, and of course be guided 
by the clerk’s advice in making that insertion. I would not want to 
burden the record. 

The CnarrMan. We do have to be a little cautious on account of 
the expense. 

Mr. Rorerts. There have been a number of editorials. 

The CuHarrMan. Without objection, it will be so ordered. 

Mr. Mason. I do not think the number of editorials or letters would 
have any bearing on our decision and the direct testimony is the only 
thing we should consider. 

The Cuarrman. Is objection made? 

Mr. Mason. I object, Mr. Chairman. 

Mr. Exsernarrer. Mr. Chairman, perhaps Mr. Roberts would like 
to list the names and addresses. 

The CuarrMan. You could do that. 

Mr. Roserts. All right. 

(The information referred to was filed with the committee.) 

The CuatrMan. Thank you, Mr. Roberts. 

Mr. Roserts. Thank you, Mr. Chairman. 

The CHatrrman. Are there any other Members of Congress present ? 


STATEMENT OF HON. CARL ELLIOTT, A REPRESENTATIVE IN 
CONGRESS FROM THE STATE OF ALABAMA 


Mr. Exxiorr. I want to ask unanimous consent of the committee to 
extend my remarks on those matters contained in topic No, 1 im- 
mediately following the statement of Congressman Harold Cooley. 

The CHatrMan, Yes. 

Mr. Exuiorr. And as to those matters contained in topic No. 2, I 
would like to extend my remarks immediately following the state- 
ment of Congressman James C. Davis of Georgia. 

The CHamman. Without objection, so ordered. 

Do you have your statement there? 

Mr. Exssorr. I want to change it slightly, but I will get it back to 
the clerk. 

The CHatrman, All right. 

Mr. Exxiorr. Thank you. 

(Mr. Elliott’s statement on topic 1 appears on p. 21, and his state- 
ment on topic 2 appears on p. 36.) 

The CHamman. Now we will return to topic No. 1, and the next 
witness will be Mr. Howard E. Munro, legislative representative of 
the Canal Zone Central Labor Committee and the Metal Trades 
Council. 
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We are very glad to see you here, Mr. Munro. Will you give your 
name and the capacity in which you appear ¢ 


STATEMENT OF HOWARD E. MUNRO, LEGISLATIVE REPRESENTA- 
TIVE OF THE CENTRAL LABOR UNION AND METAL TRADES 
COUNCIL OF THE PANAMA CANAL ZONE (Topic 1) 


Mr. Munro. Mr. Chairman and members of the committee, my name 
is Howard E. Munro. I appear here today as the legislative repre- 
sentative of the Canal Zone Central Labor Union and the Metal Trades 
Council. 

The organizations which I represent are the central bodies of 26 
unions affiliated with the American Federation of Labor. The mem- 
bership of these unions are the United States citizens employed by the 
United States Government to operate and maintain the Panama 
Canal. 

Section 262 of the Revenue Act of 1921 approved November 23, 
1921 (42 Stat. 227, 271) changed to section 251 by the Revenue Act of 
May 29, 1928, exempt the citizens of the United States from income 
tax under certain conditions. To cover this section the Deputy Com- 
missioner of Internal Revenue issued the following decision on May 
93. 1922: 


A citizen of the United States entitled to the benefits of section 262 will not 
be required to file returns of income to the United States unless he is in receipt 
of income from sources within the United States or unless he receives within the 
United States, income from sources without the United States. 

Employees of the Panama Canal who receive no other income than the com- 
pensation received for services in the Canal Zone and who do not receive any 
portion of such compensation within the United States will not be liable for 
returns, 

Section 220 of Public Law 814, 81st Congress, however, reversed the 
Deputy Commissioner’s directive by adding subsection J to section 
951: 

(J) EMPLOYEES oF UNITED StTatTeESs.—For the purpose of this section, amounts 
paid for services performed by a citizen of the United States as an employee of 
the United States or any agency thereof shall be deemed to be derived from 
sources within the United States. 


The addition of subsection J to section 251 brought to our attention 
a discriminatory definition of dependents. 
Section 25 (b) (3) states in part: 


The term “dependent” does not include any individual who is a citizen or 
subject of a foreign country unless such individual is a resident of the United 
States or of a country contiguous to the United States. 

The Canal Zone is not the United States nor is it contiguous to it. 

I have here several cases of United States citizens residing in the 
Canal Zone who otherwise could qualify for exemptions but are de- 
prived the exemptions because neither the Canal Zone nor the Republic 
of Panama are in the United States nor a country contiguous to it. 

In addition to the cases where the dependent resides in the Canal 
Zone there are numerous cases where the dependent resides in the 
Republic of Panama, which is contiguous to the Canal Zone. 

I recommend to this committee that they amend section 25 (b) (3) 
where it defines “dependent” to read : 

The term “dependent” does not include any individual who is a citizen or 
subject of a foreign country unless such individual is a resident of the United 
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States, Canal Zone, or of a country contiguous to the United States or Canal 
Zone. 

The purpose of this amendment is to give the same exemptions 
consideration to the taxpayers of the Canal Zone as they would receive 
had they resided in the United States instead of the Canal Zone. 

That concludes my statement, Mr. Chairman. I will be glad to 
answer any questions. 

The CHarrman, I want to say that we are quite familiar with your 
problem down there, and we hope we can work something out. 

Mr. Kean ¢ 

Mr. Kean. Why do not these foreign wives become American 
citizens ? 

Mr. Munro, I cannot answer that properly, but I believe they have 
to have residence within the United States for a qualification. 

Mr. Kran. You mean residence in the Canal Zone would not make it 
possible for them, even though they are married to an American 
citizen, it would not make it possible for them to become American 
citizens { 

Mr. Munro. I believe that is correct, sir. 

Mr. Kean. That is all. 

The Cuatrman. Mr. Eberharter ? 

Mr. Epernarter. Does that exclusion there mean that if an em- 
ployee of the United States in the Canal Zone has 2 or 3 children he 
gets no exemption whatsoever for those children? Is that the way it 
works? 

Mr. Munro. If they are not United States citizens. In other words, 
in the list of children we have one particular case, an Army sergeant 
was discharged on the Canal Zone, and he was married and had ap- 
plied for a position with the Panama Canal Company. Before the 
position was available he took a position with the Copa Aviation Co., 
which is a subsidiary of Pan American World Airways. 

While he was working for this company the child was born. About 
2 weeks later he came back and worked for the Panama Canal Com- 
pany and still works there. He cannot claim his child for an 
exemption. 

Mr. Enernarrer. Are there many cases somewhat similar ? 

Mr. Munro. I was able to assimilate 68 cases just in a short period 
of time which includes the children and adopted children as well as 
wives and mothers, mothers-in-law, and fathers-in-law. 

Mr. Eseruarrer. What was the reason given you for this exclusion, 
if any? What was the motive behind it? 

Mr. Munro. The overall exclusion ? 

Mr. Esernarrer. Yes. 

Mr. Munro. We were never considered when this section of the bill 
was written in 1944, I believe it was. When this exemption section 
was written, income tax did not apply to us. 

Mr. Enernarrer. Thank you. 

The Cuarrman. We thank you, sir. 

Mr. Curtis of Missouri wishes to question. 

Mr. Curris of Missouri. Why is it that a child of a citizen of the 
United States is not a citizen? 
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Mr. Munro. United States Code, title 8, section 603 (b) reads as 
follows: 

(b) Any person born in the Republic of Panama on or after February 26, 1904, 
and whether before or after the effective date of this act, whose father or mother 
or both at the time of the birth of such person was or is a citizen of the United 
States employed by the Government of the United States or by the Panama Rail 
road Company, is declared to be a citizen of the United States (October 14, 
1940, ch. 876, title I, subch. II, sec. 205, 54 Stat. 1139). 

In the case I gave the man was not employed by the United States 
Government at the time. 

Mr. Curris of Missouri. Thank you. 

The CuairMan. The next witness is Mr. Clarence Schock, of Mount 
Joy, Pa. 


STATEMENT OF CLARENCE SCHOCK, PRESIDENT, THE SICO CO., 
MOUNT JOY, PA. (Topic 1) 


Mr. Scnock. Thank you, Mr. Chairman. 

The CHarmman. Mr. Schock, we are very glad to see you here. | 
believe you would like to have your secretary read your statement and 
then you will submit yourself to questions? 

Mr. Scuock. I will be glad to be cross-examined. Thank you for 
permitting Mr. Momont to read my statement. 

Mr. Momonr. Honorable Chairman and members of the committee 
on behalf of Mr. Schock I am reading his statement. 

This petitioner prays that the $600 deduction allowable to parents 
for a dependent child shall not be de nied when the child is a student 
in a college and is earning more than ) per year. 

My name is Clarence Schock. I am president of the SICO Co., a 
nonprofit organization organized for the purpose of promoting public 
education, no part of the earnings of which inures to the benefit of 
any private shareholder or individual, the charter of which requires 
that all its earnings, funds, and property must go to or be used for the 
benefit of public schools; even in case of dissolution, all of its net assets 
must go to public schools. 

The SICO Co. is giving all of its available earnings to State teachers 
colleges to be used by said colleges to provide scholarships for worthy 
young high-school graduates who are eager and able and need financial] 
assistance in order to become qualified as teachers in the elementary 
grades of the public schools of the State of Pennsylvania. 

The bylaws of this corporation require that in case of dissolution, 
all of its net assets will go to State teachers colleges to which it has 
been making contributions for the scholarship purpose. This experi- 
ence has brought me into contact with these young men and women 
who are struggling to become teachers in the elementary grades of the 
public schools where a great shortage of competent teachers exists, 

I have found that because of parental advice, many of them are 
reluctant to endeavor to earn as much as $600 for fear that their 
parents will lost the right for the $600 deduction. It seems only fair 
that everything should be done to encourage a child who is a student 
to earn as much as possible to help pay the cost of education. My ex- 
perience has proven that those who are willing to endeavor to earn the 
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necessary funds are those who need the addition funds and accord- 
ingly they should not be discouraged to earn more than $600 per year. 

Even if the law were written so that the parent’s deduction of $600 
would be reduced by the amount by which the student child earns in 
excess of $600, it would be an improvement under the law as it is at 
present. What concerns me is that the present law leads to some 
willing workers being influenced during vacation periods to earn 
less than $600. 

It seems absurd that when the student child earns $599.99, the par- 
ent gets the complete $600 deduction, but just as soon as the student 
child earns 1 cent more, then the parent loses the $600 deduction. Ac- 
cordingly, the suggestion of reducing the amount of the parent’s de- 
duction by the amount earned by the child over and above $600 would 
be a worthwhile improvement in the present law and could not be com- 
plained of as defeating the purpose of the preesnt law. 

If there is any valid objection to giving the encouragement herein 
prayed for for the benefit of young people who are eager and able to 
be industrious because for the fear that they may be taking work away 
from older people who work the year round, let me say that in my 
experience with the SICO Co., we have never found it worthwhile to 
use school children for work done by those who work all the year 
round. We have found it possible to employ pupils of public schools 
for a few hours a day when they are out of school and that is a 
worthwhile thing to do and can amount to considerable because it 
lasts all the year around. At present SICO is employing a number of 
college students during the vacation period to do work for SICO 
which nobody else but they could do and they are earning $300 each 
summer for such service. It would be unfair to include this $300 as 
a part of earnings which would impair the $600 exemption due the 
taxpaying parent. 

I trust that you who are members of the Ways and Means Commit- 
tee will give due consideration to this petition. 

The Cuarrman. Mr. Schock, if I may inquire, I just want to ask 
what this SICO Co. is. 

Mr. Momonr. The SICO Co. is a company operating in Pennsyl- 
vania; it is incorporated in the State of Delaware, a nonprofit corpo- 
ration having no stockholders. Mr. Schock has turned over all his 
stock to the corporation. 

The CuarrMan. What does it do? 

Mr. Momonr. The reason that bears on the fact is that through this 
company Mr. Schock has learned to know these students, and on their 
behalf is bringing it up at this time. 

Mr. Mason. What is the object ? 

The Cuarman. What are they chartered for? 

Mr. Momonr. What is the object of the SICO Co., Mr. Schock? 

Mr. Scuocx. To promote education. 

The CHairmMan. What do they manufacture? 

Mr. Scnockx. We are marketers of petroleum products; that is the 
business part of the corporation. The business part of the corporation 
is conducted by a management committee. Our directors consist of 3 
State teachers college presidents, 1 county superintendent, 1 local 
member of the local school board, president of the local school board 
in Mount Joy, and the other members are my wife and myself and 
John Houck, who has been an accountant with me for 30 years, and 
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also I omitted stating that we have 1 bank director, W. Alexander of 
the Lancaster County National Bank. He is also one of our directors. 

But a majority of the board represents the public schools, and that 
is done so as to make sure in the future that the purpose of SICO 
will be carried out and its earnings will be distributed as planned, as 
required, by its charter. 

The Cuarrman. Thank you very much. 

Are there any questions? 

Mr. Kran. Do you pay dividends now ? 

Mr. Scgock. There are no dividends. You cannot have any divi- 
dends in a nonprofit organization. 

Mr. Kran. | mean being paid to the schools that the company earns. 

Mr. ScHock. Beginning in 1942 until 1951 we paid $330,000, ap- 
proximately, to the public-school districts of the County of Lancaster. 
Beginning in 1951 we began to provide scholarships by giving our 
available earnings to State teachers colleges to be used for the purpose 
of providing scholarships for worthy young high-school graduates 
who were eager, able, and needed financial assistance in order to be- 
come qualified as teachers in the elementary grades of the public 
schools. All of these people have promised to give their attention to 
that. 

Mr. Kran. What portion of your earnings do you pay out ? 

Mr. Scuock. Just now we are paying a little more than all. 

Mr. Kean. How much have you paid over the average ? 

Mr. Scuocx. Let me see. We were exe mpted from Federal income 
tax until the law of 1950 was passed, and since then we do not know 
yet whether we are exempt or not. The Revenue Department has not 
decided whether we are or not. We think we are, but we do not know 
whether the Revenue Bureau will so decide. But the amount involved 
is so inconsiderable that it would not pay to fight about it. 

Mr. Kean. What I am trying to get at is have you paid out the large 
majority of the earnings of the company to the charities that the com- 
pany is set up for? 

Mr. Scuockx. Weare paying it out for that, and that only. 

Mr. Kean. How much? 

Mr. Scuock. We have a net worth according to our book value today 
of a little more than $1 million which has been accumulated during 
the past 10 years. 

Mr. Kean. That is exactly what I am trying to get at. We found 
in studies a few years ago that some of these char itable corporations 
set up to make payments to charities were paying out a comparatively 
small amount of their earnings to the charity ‘for which they were 
presumably set up for. 

Mr. Scuock. Yes; I believe that. 

Mr. Kran. A large part of the benefit of these corporations was 
going to the officers of the corporations and getting big salaries and 
building up the corporation. That is what I want to get clear, that 
this corporation is not one that is doing that. 

Mr. Scuock. Let me tell you. Today the total amount of our 
salaries for the 3 executives who are officers is between $27,000 and 
$28,000. I myself draw a salary of $9,600, $800 a month, but for 9 
years, beginning with 1942, I did not draw anything. I worked for 
the company without any salary. We are not the kind that you are 
talking about. 
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Mr. Kran. Where did the money for the company come from 
originally ¢ 

Mr. Scuock. I was the owner of a business belonging to the Schock 
Independent Oil Co., which I owned most of the time 90 percent or 
more of the stock. The storage company, which was our terminal at 
Wilmington, Del., which was a subsidiary of the Schock Co., I ac- 
quired all of the stock and turned it over, which at that time was 
worth $1.5 million and I turned it over to the SICO Co., for the pur- 
chase price of $1 million payable over 2214 years without any inter 
est on deferred payments. 

Mr. Kran. I think you did a very fine thing. 

Mr. Scriock. Since then our assets have been appraised, and our 
assets today are worth not less than $2.5 million, according to pres- 
ent-day value. That is on account of the increased valuation. Our 
oe for 1951 were only $22.000 and for 1952 thev were $32,000, 
but that included a charge that really should have been paid pre- 
viously so that we vedllty only had a net of about $15,000 for 1952. 

Today we are being forced to negotiate with the union, and if they 
come along and take what they usually do, why, we will be in the red 

good and proper. That is what I am afraid of. We cannot pass our 
costs over to our customers, competition regulates that. 

Mr. Curtis of Nebraska. Mr. Chairman, I would like to ask a 
question or two about the proposal here. 

The Cuarrman. Mr. Curtis. 

Mr. Curtis of Nebraska. You point out the fact that a dependent 
that earns $599.99, the parent can still get the exemption, but if they 
earn 1 cent more they lose it all? 

Mr. Scrock. Yes. 

Mr. Curtis of Nebraska. Does that create a temptation for some 
to engage in falsifying the facts so far as revenue is concerned? I 
am not speaking of your associates; I am speaking of the principle 
and the law as it affects our public? 

Mr. Sanock. I do not believe it does. I know of no suspicion of 
that kind. 

Mr. Curtis of Nebraska. I think it is something that we should 
look into. Now do you think that this proposal should be limited to 
students? Should any young person be encouraged not to earn all 
he can? 

Mr. Scxock. I believe that every young person should be encour- 
aged to earn all that he can. T have been interested in it for the rea- 
sons I told you. I mentioned my occupation and my contact with 
these students and T have sympathy for their condition and it brought 
me here for a correction. I think the least that the Congress could 
do would be to reduce the amount of the deduction that the parent 
is required to lose when the child earns more than $599.99. T think 
that would be a good thing, and I do not think it would cost much. 

The Cratrrman. We thank vou very much for your statement. 

Mr. Curtis of Nebraska. Mr. Chairman, there are a number of 
us interested in a proposal that would make expenditures for soil- 
saving and soil-conservation purposes a business expense for someone 
engaged in agriculture. I have conferred with some of our staff 
as to what point in this agenda of e topics that should be presented. 
It could be presented at perhaps 1 or 2 places, but it would be all 
right in connection with item 21 entitled “Research and Development 
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Expenditures.” I ask unanimous consent that when we reach item 21 
on our long agenda that time be allowed to cover this field that I have 
just mentioned. 

The Cuarrman. Is there any objection? The Chair hears none. 

Congressman Javits, | am sorry that we have to adjourn now until 
| o'clock. We called your name this morning. 

Mr. Javirs. Thank you. 

(Whereupon, at 12 noon, the committee recessed to reconvene at 
1 p. m. of the same day.) 


AFTER RECESS 


The CHAIRMAN. The committee will come to order. This morning 
we heard testimony from two witnesses on topic 1 and several wit- 
nesses on topic Ze We will resume this afternoon with consideration 
of topic 2. 

1 wonder if the representative of the American Nurses’ Association, 
Miss Julia Thompson, is in the room. I think we will start hearing 
you now. Just give your name and the names of your associates for 
the record. 


STATEMENT OF MISS JULIA THOMPSON, AMERICAN NURSES’ ASSO- 
CIATION, WASHINGTON REPRESENTATIVE, ACCOMPANIED BY 
MAY BAGWELL AND ADELE HURWITZ, NEW YORK OFFICE, AND 
JOHN SMYERS, COUNSEL 


Miss ‘THompson. My name is Julia Thompeon, representing r the 
American Nurses’ Association. I have with me two members of our 
nursing staff from the New York oftice, Miss Hurwitz and Miss Bag- 
well, and our legal counsel, Mr. Smyers. I have a written statement 
that I would like to read. 

The American Nurses’ Association, which { represent, is the na- 
tional professional! organization ot registered nurses, with a mem- 
bership of more than 177,000. It has constituent associations in the 
18 States, the District of Columbia, Alaska, Hawaii, Puerto Rico 
and the Panama Canal Zone. 

In January 1953, it was voted by the board of directors of the 
American Nurses’ Association that the ANA give support to the pro 
posal to amend the Internal Revenue Code to allow workingwomen 
to deduct for income-tax purposes the amount paid for child care 
while they are at work. 

Of the total 335.000 active registered nurses in the c ountry approxi- 
mately 20 percent would be immediately affected by this leg islation 
since this proportion of the nurses have children under 18 years of 
age (American Nurses’ Association, Inventory of Professional Regis- 
tered Nurses, 1949 and 1951). 

A change in the law to allow such deductions for workingwomen 
would not be inconsistent with the fundamental principles of the 
Internal Revenue Code as it now stands. 

A few years ago the Tax Court was asked to permit a deduction 
for child care under the present law. But the court held that the 
cost of child care, even though necessarily incurred in order to permit 
the mother to work, was primarily personal and therefore not de- 
ductible. 
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We believe the Tax Court misunderstood the intent of the congres- 
sional amendment adopted in 1942 which would permit the deduc- 
tion of expenses incurred in the pursuit of income. We believe also 
that the law should be amended to make clear that in any case where 
a mother must incur an expense for child care in order that she may 
be gainfully employed, the expense may be deducted. Moreover, sec- 
tion 22 (n) should be amended to provide that this expense be de- 
ductible in computing adjusted gross income. It is an expense 
directly related to the production of income, and therefore should 
be deductible on the same basis as travel and other similar expenses. 

In our large metropolitan areas, it is difficult to hire anyone for 
child care at a cost of less than $40 per week. We therefore urge 
that, if any maximum dollar limit is placed on this deduction, it be 
at least $2,000 per year. We do not, however, object to any reason- 
able limitation based on a relationship between the gross earnings 
of the mother from wages and the amount paid for child-care serv- 
ices. Considering the general salary levels of professional nurses, 
the American Nurses’ Association believes that any such percentage 
limitation should permit the deduction of child-care expenses up to 
at least 75 percent of the income earned by the mother. 

In recent years, particularly as the income-tax rates have risen to 
unprecedented heights, Congress has recognized that it is equitable 
to tax only the net income which is actually available for the tax- 
payer’s own use, and that, if a large percentage of the taxpayer’s 
income is regularly diverted to other purposes, a deduction should be 
allowed to the taxpayer and the income should be taxed in the hands 
of the ultimate recipient. An example of this treatment is the pay- 
ment of alimony pursuant to a decree of divorce or separate mainte- 
nance. ‘The husband is allowed a deduction for the amount of the 
alimony, which is taxed in the hands of the wife. It should be noted 
that alimony is much more of a personal expense in its nature than 
is the payment of wages for services by a custodian of one’s children, 
particularly since ahmony is not an expense incurred in the pro- 
duction of income. Again, increased medical deductions have been 
allowed to taxpayers over 65 years of age, although medical expenses 
are personal in nature and are not in connection with the production 
of income. 

Under the present law business and professional persons deduct 
entertainment expenses incurred in promoting their business, even 
though a portion of such expenses includes an inseparable cost of 
their own entertainment. Similarly, hotel and living expenses of 
the taxpayer while traveling away from home on business are de- 
ductible. We cannot see how these expenses are any more directly 
related to the production or earning of income than is the expense 
incurred by a working mother for the care of her children. Nor 
can we see how the expense of child care is any more personal than 
the cost of entertainment which is participated in by the taxpayer, 
or the cost of food and lodging which is consumed by the taxpayer 
while traveling. Equity demands that the working mother be put 
on a par with business and professional people with respect to de- 
ductions allowed. 

We are not in a position to estimate the effect on the revenue, but 
it is our belief that the relief requested will cause no appreciable loss 
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of revenue. The reason for this belief is that no deduction will be 
allowed unless the working mother earns more than she pays out. 
Consequently, insofar as this legislation may encourage mothers to 
accept jobs, it will increase, not decrease, the revenues, since their in- 
creased earnings will produce taxes. Moreover, the wages paid by 
the mothers will be subject to income tax in the hands of the recipients, 
and this will further offset any loss to the revenue. 

We have discussed so far the effect of the proposed amendment upon 
active nurses and the inequities which the amendment would remedy, 
but perhaps even more important from the viewpoint of the national 
economy and public interest is the effect which such an amendment 
would have in bringing inactive nurses back into the profession. Of 
the 222,000 inactive nurses, approximately 58 percent have dependents 
under 18 years of age. In other words, although 60 percent of all 
registered nurses are now active in nursing, only about a third of those 
with dependent children are practicing their profession. 

Despite the fact that more nurses are working today than ever 
before in the Nation’s history, a critical shortage of nursing service 
exists in almost every city and rural area. This situation will not be 
cured by any changes in the present military or defense needs, since 
even in 1949 the supply of nurses was far from adequate to meet the 
minimum health needs of the Nation. In addition, with an expanding 
population, the shortage of nurses can only be expected to become 
more serious with the passage of time. It would seem that the pro 
posed amendments to the Internal Revenue Code would help relieve 
the situation by enabling inactive nurses with children to return to 
their profession on an economical basis. 

The American Nurses’ Association believes that there are many of 
these inactive nurses—highly trained women greatly needed in hos- 
pitals and health agencies—who are willing and able to take nursing 
jobs but cannot do so because they will not earn enough to pay for 
help to take care of their children while they are at work. 

We do not believe that the relief requested should be limited to 
widows. Tax relief will help to get children off the street, as it will 
encourage working mothers to hire competent help to care for their 
children while they are at work. 

The situation of one ANA member in one of the larger midwestern 
cities may be taken as typical. She has one child. Her salary as a 
general-duty nurse would be $225 per month. Transportation, 
lunches, and uniforms would total at least $50 per month. The child 
is too young for school, so that full-time help is required at home. 
A housekeeper or nursemaid to care for the child while she works 
would cost her at least $135 a month (including lunches). Her ex- 
penses of working thus total $185 of her $225 salary, leaving her only 
$40 before deductions for taxes and social security. This nurse’s 
decision to accept a job in the hospital where she is urgently needed 
or to remain at home will be greatly influenced by whether or not 
she is allowed income-tax deductions for child-care expenses. 

The American Nurses’ Association believes that the present tax 
laws, in not providing for deductions for these expenses which are 
necessary to producing income, are unfair and discriminatory against 
many working nurses who have dependent children and who are trying 
to maintain homes and meet expanding family needs. It should be 
pointed out also that many of these nurses are heads of households 
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bearing the full responsibility of the home and of caring for and 

educating their children. F urthermore, the law is grossly unfair to 

women generally, since a woman’s employer may deduct her salary as 

ordinary and necessary expense of producing income, yet she is denied 

the right to make similar deductions for expenses incurred for child 
care, although without such hel ‘lp she could not hold her position and 
earn a living. 

In conclusion, I would like to thank the committee for its courtesy 
in alloting this time to our organization, and to state that the mem- 
bers of our profession will be deeply grateful for anything that can 
be done to alleviate the existing inequity against working mothers and 
to encourage the return of inactive nurses to their profession. 

While I have emphasized in my testimony the effect that the amend- 
ment would have upon active and inactive nurses, it is obvious that the 
bill would also encourage skilled women in all occupations to return 
to the labor force and would benefit working mothers in all gainful 
employment. 

We therefore join the representatives of the other professions and 
of women generally in strongly urging the passage of legislation to 
allow these proposed deductions, 

The CuarrMan. I want to congratulate you. That is a very fine 
statement and I think you make an excellent case. I am sorry some 
of the members had to be over at the House. I gave up my rolleall 
because I wanted to hear you. 

Do any of the other witnesses wish to make a statement in addition 
to yours? If not, thank you for coming. 

We will now hear from Congressman Klein. Please give your name 
and capacity in which you appear. 


STATEMENT OF HON. ARTHUR G. KLEIN, A REPRESENTATIVE IN 
CONGRESS FROM THE STATE OF NEW YORK 


Mr. Kiery. My name is Arthur G. Klein, representing the 19th 
District of New York. 

Mr. Chairman and gentlemen, I have a very short statement. I ap- 
preciate that the subject has probably been covered by other witnesses 
who appeared before me. I am the author of H. R. 2543 which would 
have the effect of granting an income-tax exemption to any taxpayer 
who is employed and because of his employment has to have somebody 
take care of his children during the course of his employment. 

I think my bill differs slightly from some of the others in that it 
applies to all taxpayers, not just mothers, although I appreciate it 
would help mostly these mothers who have to take some kind of out- 
side employment because of the fact their husbands do not earn 
sufficient to take care of the family. 

I come from a district in New York City which is on the lower ant 
Side and contains mostly low-income groups. I would not say 
majority, but a great many of the wives and mothers are aes 
because their husbands, who are veterans and just coming out of the 
service, do not make enough money to support them. 1 appreciate, 
gentlemen, this exemption should not be applied to all women who, 
because of one thing or another, want to get out of the house and take 
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job. I don’t think that would be fair. I have tried to cover that 
somewhat in my bill by stating that where a woman earns less than 
what she pays to this nurse or nursemaid, or whoever takes care of 
her children, the total amount of the maximum of her deduction 
should be the amount she earns. If she gets $25 a week and pays $50 
. week for a nurse, she would be able to take that off. The limit would 
be the amount she earns. 

I have included, however, not only mothers but all taxpayers, which 
neludes fathers and widowers who have to take care of young chil- 
dren and take some form of employment. Nobody questions the fact 
that we give a tax exemption to employees of any person who has a 
going business. What we are asking in this legislation and similar 
bills is to permit these mothers who have to work, or a taxpayer who 
has to work because of economic conditions, to be able to use that item 
is an item of expense of his business which it really is; to permit him 
to deduct the amount they have to pay these people to take care of 
their homes. 

Mr. Mason. Would the gentleman yield? 

Mr. Kuen. Yes. 

Mr. Mason. Our problem, sir, is to draw a line between those women 
who have to oem are compelled to work because their husbands do not 
earn enough, or because they are unable to earn money or incapable of 
co ning i it. and those women who want to work to earn extra money to 

uy things they want that their husbands cannot afford to buy for them. 
wi here sp ill we draw the line? That is the only question in my mind 
is to our problem. 

Mr. Kern. I agree with you, sir. I would say I go along with you 
LOO percent. Some of these women might go a step further than you 
Some of these women might decide they do not like housework and 
want to get a job. I really do not know the answer. It may be pos- 
sible to have some kind of a means test. I don’t think all women 
ought to get this aaa if they do not have to go out and get a 
job. If they want to do that, then they should not be given this 
benefit. 

I am talking for those women who have to work, or men or legal 
euardians of her children. Ihave limited it to children under 16 years 
f age. If they are over 16 and the condition of the home is such, 
maybe those children ought to help out and do some kind of work. 
But children under 16 are not involved. If these women are permitted 
to work, the Government gets an increased revenue because they 
themselves pay income taxes. 

If we do not have legislation such as this, as the witness testified from 
the nurses’ association, we will take people who would normally go 
out and work and produce that revenue for the Government. They 
would have to stay at home. So it seems to me we ought to treat these 
people the same as business people. I think they ought to be given 
some consideration. 

The Cuatrman. Thank you for your very fine statement. We are 
glad to have had you. 

I< Mr. Keatingintheroom? Mr. Javits,then you are next. Weare 
glad to have you. 
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STATEMENT OF HON. J. K. JAVITS, A REPRESENTATIVE IN 
CONGRESS FROM THE STATE OF NEW YORK 


Mr. Javirs. My bill, which is on the same subject of the so-called 
working mothers, is H. R. 4772. I shall try not to make my testimony 
cumulative and I hope the chairman or any member of the committee 
will feel free to interrupt me if anything I say is cumulative. 

What brought me into the situation, Mr. Chairman, and interested 
me in it was the fact that a very large proportion of the working 
population is now adult women in composition. I am sure the figure 
has been adduced before this committee, but the figure we got from the 
Bureau of Labor Statistics was an estimate that. about one-third of all 
the adult women in the United States are gainfully employed. 

I was also prompted into this action by a considerable number of 
letters from the people in my own community. I have one here which 
is so typical and so interesting that perhaps the committee will indulge 
me if 1 read three sentences into the record. It is from a working- 
woman who lives in my district and she says: 

My ex-husband gives me $9 a week which of course, as you know, does not go 
very far these days. I am now paying a higher rent. The tuition of the school, 
plus babysitting during the days of the school vacations, as well as for baby- 
sitting care when my boy is sick, which of course happens, is involved. And 
children are apt to pick up more disease in school such as the mumps, chickenpox, 
ete. As I told you before, I am much luckier than the average working mother. 
I have a wonderful job as a public-relations representative of the New York 
Public Library, but I have to pay over a thousand dollars in income tax to the 
Federal Government and $70 to the State. It seems to me it would only be fair 
for me to be able to deduct some of the legitimate business expense, some of the 
care for the child while I am at work. 

My bill does not carry the restrictions suggested by Mr. Mason. I 
think that restriction is eminently desirable. 1 would joint with Mr. 
Klein in urging that the committee write it into the bill. I should 
imagine with the enormous experience you have had here there are 
precedents. One that occurred to me, though it might sound far- 
fetched at first impression nevertheless might be found a precedent : 
The law against unreasonable accumulations of surplus. That some 
kind of a definition of that character which would not be a means test 
but which would indicate the person affected has to work and not just 
working to earn extra money. My bill carries a restriction which I 
know is contained in other bills on the same subject limiting the de- 
ductible allowance to $1,500 a year, or 50 percent of the taxpayer’s 
adjusted gross income, whichever is the lesser. I know that is present 
in other bills. 

The other thing that might be of interest to the committee which 
may be cumulative, because none of us can wait here while all the 
testimony is taken, is I understand the House of Representatives of 
Minnesota has dealt with this question. Has that been mentioned 
to the committee yet ? 

The CHarrman. I believe not. 

Mr. Javrrs. I get this from a report of a lady who has been doing 
a great deal of writing on this subject, Sylvia Porter. She does a 
column in many papers. She says: 

Even in individual States the injustice is at least being admitted. Earlier this 
year the Minnesota House of Representatives actually passed a bill to permit a 
widow, widower, divorced, or a separated person to deduct expenses for the care 
of children under 12. The bill died in the State senate, but this is the first 
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legislative body to pass this type of bill. As my informant emphasizes, ‘‘on 
changes of this kind, progress comes in small ways.” 

This clipping is dated May 7, 1953. It is quite recent and it may 
be of some use to the committee to know actually one State legislature 
has endeavored to deal with it. 

I think finally, Mr. Chairman, that there is no diminution, no actual 
diminution, of revenue to the Government involved, because it 1s a 
fact that we are at full employment, as close as you will ever get to 
full employment in our country. There are employment pressures as 
a matter of fact. In this present period it is desirable to have as many 
people doing productive work as possible. Certainly this is a great 
inducement to a woman to do productive work instead of living on a 
small pittance of an income or an amount of payment by an ex-hus- 
band, or something like that. 

I do believe, too, that the committee should very seriously consider 
this question of divorced wives, without passing upon the social impli- 
cations, but looking just at the question of justice and of the working 
force of the country. 

I think it would be very fair to consider a number of the adult em- 
ployed women who are not widows but who are divorced. 1 empha- 
size that because there you find the younger group and therefore the 
most productive. Among the widow group you might find older 
women who might not be nearly as productive. 

The Cuatrrman. We hear a great deal about inflation. Production 
is one of the answers to inflation. 

Mr. Javits. I hope you will forgive this personal reference. I am 
considered very liberal in my views, and I am proud to be, but one 
thing I have never erred in. I realize the essence of everything we 
are talking about is the actual production of wealth which can only 
be created by hands and machines and work. I have never permitted 
myself to be deluded on that score and I thoroughly agree with the 
Chair in that regard. 

The Cuarrman. Thank you very much. Are there any questions? 
If not, we appreciate your fine statement. 

If Mr. O’Hara or Mr. Heller are not in the room we will hear from 
Mr. David Perlman, Office Employees International Union, aftiliated 
with the A. F. of L. Give your name and capacity in which you 
appear to the reporter. 


STATEMENT OF DAVID L. PERLMAN, OFFICE EMPLOYEES INTER- 
NATIONAL UNION, AFFILIATED WITH THE A. F. OF L. 


Mr. Pertman. My name is David L. Perlman. Iam here on behalf 
of the Office Employees International Union, AFL, and its president, 
Paul R. Hutchings, to testify in favor of Congressman Roberts’ bill, 
H. R. 2861, and the many other proposals to allow child-care tax 
deductions for working mothers. 

First, let me make it clear that our union is motivated by two inter- 
ests in connection with the proposed legislation. 

On the one hand, we are strongly in favor of ending the present 
inequity in our tax laws which imposes a discriminatory hardship on 
working mothers. We consider the expenses in connection with child 
care during working hours a legitimate business expense—a much 
more legitimate expense, I might add, than many presently allowed. 
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And we believe that corrective action is especially important because 
the burden falls heaviest on those who are least able to afford it. 

We also ae another interest—as patriotic citizens—in assuring an 
adequate tax revenue to provide for the security of our country and 
to help the free world resist Communist aggression. 

Therefore, while advocating legislation to ease the tax burden on 
working mothers, we also advocate that such a bill be tightly drawn 
so as to minimize the possibility of abuse. 

While the Office Employees International Union is a comparatively 
small union of some 50,000 members, approxim: ately 65 percent of our 
members are women—a large portion of them working mothers. 

In recent months, ‘since announcing our support of Congressman 
Roberts’ bill, we have rs tae scores of letters from members sup- 
porting our position, with not one letter opposed. And I might add 
that the men hain of our union are never. hesitant about letting us 
know when they think we are wrong. 

The letters, and I am sure that most Members of Congress have 
received similar reports from their constituents, relate in detail the 
difficulty of making ends meet for a mother who must pay from one- 
third to one-half of her salary for child-care expenses—and then pay 
taxes on the full amount. 

The members of the committee may be aware of the fact that the 
Oregon State Legislature this year passed a bill allowing child-care 
deductions in State income-tax returns. While the bill as finally 
passed was far from adequate, it did recognize the principle that the 
cost of child care is a legitimate expense of working. I have just been 
informed that the Legislature of the State of Nebraska has also passed 
a bill. I have a copy of the bill passed by the Oregon Legislature 
which I will be glad to turn over to the committee. I do not have a 
copy of the Ne —— bill. 

The Crarmman. If there is no objection, we will receive the bill 
for the committee ‘files, 

(The document referred to was filed with the committee.) 

Mr. Santa. Mr. Perlman, are the bills like the bill which Mr. 
Javits had alluded to? 

Mr. Preruman. He alluded to a bill passed by the lower house of 
Minnesota but no final action was taken on it, to my knowledge. 

This bill passed in Oregon was passed by both houses and is now 
part of the law. 

Mr. SanuaKk. Was the one that had passed the lower house of Minne- 
sota fashioned after the Oregon bill ? 

Mr. Pertman. I don’t know that, sir. 

It is our strong belief that the overwhelming majority of working 
mothers hold a job because of economic necessity—in order to pro- 
vide a decent upbringing for their children. Therefore, we do not 
believe that child-care tax deductions should be limited to women who 
are the sole support of their children as several of the proposed bills 
before the committee would provide. 

At the same time, it is my personal belief that the figure of $40 a 
week is more than necessary for the care of a single child, except where 
special medical or nursing attention is required. I think a $25-a-week 
maximum might be less open to abuse, with a $40 maximum where 
more than 1 child must be cared for. 
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It is undoubtedly difficult to write legislation that would take care 
of every contingency. Without pretending to be an authority on 
legis lation, I would suggest that the Internal Revenue Bureau could 
be given some leeway in determining exactly what part of the expense 
of maids, housekeepers, and so forth, could be attributed to child 
care. It would seem to me that the age of the children and the hours 
of work of the maid would have to be considered. 

I would like to thank the committee for the privilege of testify- 
ing. Because it was necessary for Mr. Hutchings to be in Cleveland 
this week in connection with our union’s convention, we have been 
unable to make as detailed a presentation as we would wish. We 
hope to be able to furnish a supplementary written brief at a later 
date? 

The CuHamrman. Does that conclude your statement? 

Mr. Pertman. Yes, sir. 

Mr. Sapvtak. Mr. Chairman, I would like to make this one obser- 
vation. In connection with the bill that had been passed in Oregon 
and also the Nebraska bill, as Mr. Perlman has stated, I presume 
it affects the bill that had passed the lower house in Minnesota. That 
would only apply in States that have a State income tax, would it 
not? It would in no way apply to the great State of Connecticut 
where we have no income tax, so your relief would have to come feder- 
ully if you wanted to take in all the 48 States? 

Mr. Peritman. Yes, sir. I certainly feel the Federal income tax 
is the greatest burden that the taxpayers have to pay. In most cases 
the State taxes are comparatively moderate for people up to the mid- 
dle-income group. 


The Cuatrman. I would like to have the statement from Represent- 
ative Heller now. 


STATEMENT OF HON. LOUIS B. HELLER, A REPRESENTATIVE IN 
CONGRESS FROM THE STATE OF NEW YORK 


Mr. Herter. Mr. Chairman and members of the committee, I am 
grateful for the opportunity extended to me by your committee to 

resent a brief statement concerning my bill, H. R. 4875, to amend the 
Toth nal Revenue Code to permit working mothers to deduct for in- 
come-tax purposes certain expenses incurred by them in providing 
care for their children under 16 years of age. 

We are informed that there are approximately 9 million working 
mothers in the United States today, the great majority of whom pay 
their due income tax to the Federal Government. That means that 
in many of these 9 million homes where there are children under the 
age of 16 the mother must make some arrangement to provide care 
for the children, proper meals, and other necessities vital for young- 
sters so that they may grow up to be healthy and happy citizens. 

In most instances these mothers are compelled to seek outside 
employment for a variety of reasons, such as in the case of widows 
or divorcees who are anxious to give their children the benefits of 
homelife, married women with young children who find it necessary 
to help meet family expenses because of the high cost of living, illness, 
or incapacitation of the father which compels the mother to go to work 
in order to keep her family together, and similar other instances. 
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The great majority of these mothers would sooner prefer to remain 
at home and devote themselves to raising their dildans were it not 
for economic circumstances which forces them to become the bread- 
winners of their family. In their case, however, the burden is so 
much greater to carry because of the problem of caring for their 
children. For the younger children, hired help must be obtained to 
give them the proper care at home or they must be sent to nurseries. 
The older children must be sent to school or other means must be 
provided for their care until the mother returns from work at the end 
of the day. Leaving these children to themselves is an open invitation 
to the spread of juvenile delinquency. 

It has long been a custom, recognized under our laws, that business 
is allowed to deduct from its income tax every ordinary and reason- 
able expense incurred in the production of its income. Why can we 
not apply this same prince ole in the case of working mothers? I 
think that we should extend to them the same recognition, to the 
effect that where a woman is gainfully employed outside of her home 
she should be entitled to deduct from her income tax the ordinary 
and reasonable expenses incurred in providing care for her minor 
children. It is fair, it is equitable, it is commonsense in the best 
American tradition. 

To cope with this problem I have introduced my bill, H. R. 4875, 
which proposes to amend the Internal Revenue Code to permit work- 
ing mothers to make such deductions for income-tax purposes. Our 
tax system, as now constituted, works a heavy penalty on these mothers 
who are forced to seek employment outside the home and indirectly 
on their children who are deprived of the loving care of their mother. 


We should correct this inequity as soon as possible. 

Your favorable action and your recommendation for the adoption 
of this measure would be most reassuring to these millions of working 
mothers and would help lighten the burden for them and their children. 

The Cuamman. Thank you very much, Mr. Heller. 

We will now hear from Mr. Wesley A. D’Ewart. 


STATEMENT OF HON. WESLEY A. D’EWART, A REPRESENTATIVE 
IN CONGRESS FROM THE STATE OF MONTANA 


Mr. D’Ewart. Mr. Chairman, I am the author of H. R. 2700, one 
of the so-called babysitter tax-deduction bills. 

My purpose in introducing H. R. 2700 was to broaden somewhat the 
definition of a parent that was contained in similar bills introduced 
at an earlier date. 

I believe that there should be an exemption or deduction for any 
woman who must work outside of the home and who has 1 or more 
children less than 16 years of age. We are no longer in the age when 
a maiden aunt or other relative was on call for taking care of young 
children. Virtually all of the working mothers whom I know must 
hire someone to come in and take care of the children, or send the 
children out to foster day homes and nursery schools. 

I recall very clearly one case in Lewiston, Mont., where the working 
mother paid so much for foster daytime care of her children that she 
would actually have been money ahead had she stayed at home in 
idleness and relied on the county welfare board to take care of her. 
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I admired her courage and her independence, and I believe the expense 
of caring for her children should be a deductible expense. 

In the general revision of the tax structure, I hope that the com- 
mittee will provide a proper solution to this very difficult problem. 

The Cuatrman. Thank you very much. 

Is Mrs. Lois B. Seal of Kensington, Md., in the room? You may 
come forward. 


STATEMENT OF MRS. LOIS B. SEAL, KENSINGTON, MD. 


Mrs. Seat. My name is Lois B. Seal. I live at Kensington, Md. 
I am a grade 4 clerk in the Department of Commerce. I have 2 chil- 
dren ages 2 and 4. My salary is $3,600 a year, $108.85 each pay day, 
with $23. 29 deducted for income tax. 

It is necessary that I work to support my children. I must pay 
$25 a week for the care of my 2 children while I work. I provide for 
the care in the home. Home care is the cheapest available. Nursery 
schools cost about $60 a month per child. I work because my family 
needs the money that I can earn. Even though it does not amount 
to very much, it is very essential to us. I cannot work unless I provide 

care for my children. They are too young to leave by themselves, 
and I feel children often become delinquents because they are not 
supervised. I want my children to grow up to be good citizens and 
I want them to have a good education. I could not give them any 
advantages if I did not work. I feel that the money I spend to provide 
for the care of my children should be permitted as an income-tax 
deduction. It does not seem just to me that expenses of businessmen 


such as cleaning of offices, secretaries, and so forth, are deductible, 


yet necessary costs for the care of young children are not. It is for that 
reason that I want to testify in favor of the bills pending in Congress 
which would permit employed parents to deduct the cost of child 
care, 

That is all I have, Mr. Chairman. 

The CHamman. That is a very effective statement, young lady, 
and we appreciate your coming here to give it to us. 

Mr. Mason. 

Mr. Mason. I want toask: What does your husband do? 

Mrs. Sea. He is a turret-lathe operator. He makes about $3,500 a 
year. 

Mr. Mason. And your salary is $3,600? 

Mrs. Sau. That is right. 

Mr. Mason. That isall. 

The Cuarrman, Thank you. 

Is Mr. Albert Whitehall, director of the Washington Service 
Bureau, American Hospital Association, here? Is Mrs. Nancy 
Henderson in the room? 

I ask unanimous consent that Mr. William S. McNary, chairman, 
council on Government relations, American Hospital Association, 
and Thomas G. Walters, operations director, GEC/A. F. of L., be 
permitted to insert statements in the record. 

(The statements referred to follow :) 
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STATEMENT OF THomMAS G. WALTERS, OPERATIONS Director, GOVERNMENT Em 
LOYEES’ COUNCIL/AMERICAN FEDERATION OF Lapor, RE H. KR. 2861, To Provipe 
FOR CHILD-CARE TAX DEDUCTIONS FOR WORKING MOTHERS 


Mr. Chairman and members of the Ways and Means Committee, by way of 
introduction, my name is Thomas G. Walters, operations director of the Gov 
ernment Employees’ Council of the American Federation of Labor, 100 Indiana 

enue NW., Washington 1, D. C., phone Executive 3-2820 and 3-2821. 

‘he Government Employees’ Council of the American Federation of Labor 

! I 23 national and international unions whose membership, in whole 

in part, ave civil-service employees. The total Federal employee membershiy 

the Government Employees’ Council is more than 500,000 members. 

At the regular monthly meeting of the Government Employees’ Council/A. F 
of L. held on June 9, a resolution was unanimously adopted endorsing the fol 
owing items that are now before your committee for consideration: (1) Tx 
yrovide for child-care tax deductions for working mothers; (2) that up to 
$1,440 per annum annuities be exempt from Federal income taxes; (3) the 
coverage of Federal employees under unemployment insurance provisions. 

lay I desire especially to emphasize, the need for legisla- 
tion to pern working mothers to deduct from their Federal income tax a 
sufficient am take care of the cost of the care of their children while 
the mothers ar 

The GEC supports the intent of H. R. 2861, and other similar bills that are 
now before your committee, to allow child-care tax deductions for working 
mothers. It is our consitered opinion that the majority of working mothers 
are working becau ' economic necessity, and we believe that it is only fair 
that some provision » made by law, that at least a portion of the cost that 
the mothers are forced to pay for child care be deducted from their Federal 
income taxes. 

Realizing that this type of legislation will be somewhat difficult to write 
and perhaps difficulties will arise in the administration of such a law, we rec- 
ommend that the Internal Revenue Bureau be given some leeway in administer- 


ing this type of humane legislation. 


On behalf of the officers and member unions of the Government Employees’ 


Council, I desire to express our thanks for the hearings being scheduled, and 
for the privilege of appearing before this committee, and making a specific 
endorsement of the intent of H. R. 2861, which will permit child-care tax 
deduction for the working mothers of this country. 


AMERICAN HosprITat ASSOCIATION, 
COUNCIL ON GOVERNMENT RELATIONS, 
Washington, D. C., August 10, 1958. 

Re Tax Revision Problems—Topic 2—The expenses of child or dependency 

care for working wives, widows, etc. 
Hon. Dante. A. REEp, 

Chairman, Ways and Means Committee, 

' House of Representatives, Washington, D. C. 

Dear Mr. CHAIRMAN: The position of the American Hospital Association, in 
support of income tax deductions for expenses of child or dependency care for 
working wives, widows, etc., can be very briefly stated. The American Hospital 
Association, as vou know, represents more than 5,000 of the Nation’s nearly 7,000 
hospitals. In 1952 our Nation’s hospitals had 1,118,924 full-time employees. 

Because hospital service must be maintained on a 24-hour basis, 7 days a 
week, there is an opportunity and a considerable appeal to working wives, 
widows, and mothers who desire employment on a part-time basis or unusual 
working hours. Hospitals frequently employ such people who desire to obtain 
these special working arrangements. 

The number of such workers who would be affected by this provision is suffi- 
cient to bring several inquiries to our Washington office over the last few years 
from member hospitals interested in correcting the inequity that is suffered by 
these people who must make rather severe personal sacrifices in order to work 
Often these workers are in such a low income bracket that the expense of pro 
viding care for young children in their working hours imposes a serious burden 

We suspect that there may be a considerable reservoir of such marginal work 
ers who would be willing to accept hospital employment if their added expenses 
for care of their children or dependents would not make such employment finan- 
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cially unprofitable. With the shortage of good employees in the hospital field, 
we believe that permitting such individuals to make this deduction might add 
to the available working force for hospitals. 

Therefore, Mr. Chairman, we endorse the proposal that reasonable expenses 
for “baby sitters” or other care for children or dependents be permitted for all 
employees who must make such arrangements in order to accept employment. 

We have one further point. There are many handicapped people in our popu- 
lation who could perform useful employment in hospitals and other industries 
except for the unusual cost of getting to and from work. Such handicapped 
persons frequently cannot use streetcars and buses or other public transporta- 
tion but must depend on more expensive forms such as taxicabs or privately 
owned automobiles. If we are to encourage such individuals to become part of 
our productive force, we must make some adjustment for these special expenses, 
It would seem fitting to permit deductions for transportation to and from the 
place of employment when it is reasonably required by the circumstances of a 
physical handicap. We have had correspondence from our hospital membership 
in support of such a deduction. 

On behalf of our member institutions we support these proposals, because 
we believe they may encourage more people to enter employment and ease 
inequitable burdens for those who must work under unusual handicaps. 

Respectfully, 
Wm. 8S. McNary, 
Chairman, Council on Government Relations. 


Mr. Mason. And any Members of Congress who have not been able 
to appear be allowed to file statements in lieu of their appearances. 

The CHamMan. Without objection it is so ordered. 

I see that Mrs. Nancy Henderson is now present. If you will come 
forward, please give your name to the reporter and the capacity in 
which you appear. We will be be glad to hear you. 


STATEMENT OF MRS. NANCY M. HENDERSON, ALEXANDRIA, VA. 


Mrs. Henperson. My name is Nancy M. Henderson. I am a house- 


wife from Alexandria, Va., and I am also a working mother. 

Mr. Chairman, liquor is tax-deductible. Parties are tax-deductible. 
Picnics are deductible. Secretaries’ salaries are tax-deductible for a 
business concern. Yet a working mother is prohibited from deducting 
the salary of her maid as a legitimate cost of business. For some rea- 
son the courts have held that this cost is not essential to the produc- 
tion of income for the working mother. Gentlemen, I do not believe 

there is a mother in this country who would support this opinion. 

Somewhat unlike Congressman Roberts, I do not find myself in a 

unique position in speaking i in behalf of his bill, for I am a working 
mother. Soon after our first daughter arrived there were reasons why 
I wished to continue to work. At that time my father said, “I sup- 
pose you know, Nancy, that you can deduct the cost of your maid when 
you are computing your income tax.” I said, “I don’t think so.” He 
said, “Well, I don’t see why not; after all, a businessman can deduct 
travel expenses, entertainment, any company equipment he buys. 
These are all deductible as part of the cost of doing business.” I told 
him I thought it was a fine idea, but that I had better check with the 
Bureau of Internal Revenue before I took the deduction. The letter I 
received from the Bureau said, “No. Maids of working mothers are 
not tax-deductible.” 

Congressman Roberts’ bill has given new hope to the many working 
mothers in this country. H. R. 2861 provides that a working mother 
may deduct a maximum of $40 a week for child-care expenses, for her 
children 16 years of age or under. The bill also provides that in no 
event shall a deduction be allowed to any taxpayer where the mother’s 
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adjusted gross income exceeds a sum of $6,000, plus $500 for each 
child. It is this last provision, on the limitation on income, with 
which I personally wish to take exception. I realize Congressman 
Roberts had good reasons for making his bill a conservative one. First 
of all, he is anxious that Congress take some action on behalf of the 
working mother, and I believe he feels a bill with certain limitations 
and safeguards would be more apt to receive the approval of Congress 
this session than a bill with no such safeguards. Secondly, Congress- 
man Roberts’ deepest concern is for the needy working mother. There 
is a good basis for Congressman Roberts’ reasoning because, of the 
9 million working mothers, the majority of them work out of eco- 
nomic necessity. ‘There are, however, a number of women who would 
be discriminated against because of the income limitation. These are 
the women who are professionally trained and who choose to pursue a 
career along with raising a family. In my opinion, if such an income- 
tax deduction is accepted in principle, it oud be universally ap- 
plied. Because a woman has been able to acquire an education and has 
pursued a career along with her family, she should not be penalized 
because of her capability and ambition and the fact that she is earning 
a salary of $6,000 or more. After all, if travel expense is a legitimate 
tax deduction for a small business as well as a big business, maid de- 
duction for child care should apply to the career mother as well as the 
mother who must work for economic reasons. I wish to place this 
objection on income limitation before the committee for its full con- 
sideration. Under no circumstances, however, would I want the com- 
mittee to fail to report Congressman Roberts’ bill because it contains 
this income limitation if the majority of the members of this commit- 
tee do not wish to remove this particular provision. 

As Congressman Roberts, himself, testified earlier today, he also 
has no objections to the provisions of his bill being broadened so as 
to include widowers or persons who must hire a maid to care for their 
aged and invalid parents. This again would apply fairly and uni- 
versally the principle that a nurse or maid’s salary is deductible if 
that maid or nurse is hired so that the wage earner may be absent 
from the home in order to pursue her work. 

Mr. Chairman, the number of women in the labor force is steadily 
increasing. Today I out of every 4 mothers (ages 18 to 64) is in 
the labor force. If the country’s defense production and military 
requirements continue to increase, they will be calling more women 
to work, as women comprise the Nation’s greatest source of reserve 
labor. Many of these women will be mothers. I do not feel that 
Congress can afford any longer to ignore the tax injustice which the 
working mother now bears. I implore the members of this committee 
to act this session in behalf of the working mother. 

The CuHamman. We certainly thank you for that very nice and 
persuasive statement. It is refreshing to have people come here with 
the experience you have had. 

Mr. Mason. I gather from your statement that you want to remove 
all of those salary limitations in Mr. Roberts’ bill? 

Mrs. Henperson. There is just the 1 provision on the $6,000 limi- 
tation. I think that it is perfectly legitimate to keep in the limita- 
tion on the maid salaries of $40 per week as the maximum expense 
which could be deducted. 
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Mr. Mason. But you think that when a young career woman gets 
married she should not give up her career. She should then adopt 
the dual obligation and responsibility of raising a family, keeping 
a home, and holding on to her career; is that it? 

Mrs. Henperson. That, of course, is up to the individual’s personal 
decision whether or not she wishes to continue to do that. I don’t 
think the law should discriminate against her if that is what she 
wants to do. 

Mr. Mason. Just at present our employment is almost full capacity, 
but suppose we have a slight depression and we have several million 
unemployed men. Then would you say that she should have the 
right to her career as well as her married privileges ¢ 

Mrs. Henperson. I would say yes, certainly, if she is more capable. 
I do not think you would prefer to fire a woman who was producing 
more than a man who was producing less. She is going to be 
kept if she is an uneconomic unit. 

Mr. Mason. I am thinking of the thousands, if not millions, of 
women who are married who have families who have responsibilities 
but who prefer to neglect those obligations and responsibilities in 
order to go to work and earn money which they can spend upon them- 
selves in spite of the fact that their husbands are earning enough for 
a pretty fair living. 

Mrs. Henperson. I think that the statistics which have been 
brought out by the Women’s Bureau of the Department of Labor 
show in urban areas where the husband’s income is under $6,000 a 
year the majority of women go to work. That comprises the major 
portion of your workingwomen. You have 19 million working 
mothers and women in the country and 8,700,000 of those women come 
from homes where the income is under $6,000. I think the majority 
of women who work do so out of economic necessity. I am raising 
this other point on the income limitation simply for a career person. 
I think that would include women who were lawyers, doctors, and 
certainly they would not be taking positions away from men if there 
was an economic recession. 

Mr. Mason. That is all. 

The Cuamman. Mr. Sadlak. 

Mr. Sapiak. You say you are a new mother. Is your husband 
employed gainfully at the present time ¢ 

Mrs. Henverson. Yes. I work out of choice. 

Mr. Saptak. Was your husband a war veteran ? 

Mrs. Henperson. Yes, he was. He was in the trenches in Europe 
from 4 days after D-Day until V-E Day. 

Mr. Sapiak, I presume that since he returned from the service and 
was honorably discharged and went to work that he had to start at a 
rather low grade. Would that be true? 

Mrs. Henprerson. Yes. He had to go back and complete his 
education. 

Mr. Sapiak. You have made a very fine witness. That is all. 

The Cuarrman. Mr. Curtis of Missouri. Mr. Eberharter. If there 
are no further questions, thank you very much for your appearance. 

Congressman Keating, do you have a statement ? 
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STATEMENT OF HON. KENNETH B. KEATING, A REPRESENTATIVE 
IN CONGRESS FROM THE STATE OF NEW YORK 


Mr. Keratrne. Mr. Chairman and members of the committee, H. R. 
{74 would amend section 23 of the Internal Revenue Code in 2 respects 
and would add 3 new subsections. I have asked to be heard today re- 
garding the subsection which would allow deduction from the gross in- 
come of “all necessar y expenses paid for nursery-care cost or for w: ages 
to a housekeeper, occasioned by the fact that the taxpayer is gainfully 
employed and unable for that reason to perform such work.” 

I first introduced this legislation proposal in March of 1947 and 
have urged action in each Congress since. I am grateful that this 
committee has now afforded an opportunity to all those interested in 
this problem to be heard on the subject. 

At the outset it should be pointed out that it has not been possible 
to obtain any relixole figures on the loss of revenue entailed through 
the enactment of this measure. That is, of course, an important ele- 
ment with regard to all these bills now under consideration by this 
committee. It is my impression, although not factually demonstrable, 
that by tightening up on the abuses and excesses now so prevalent in 
deductions for so-called business expenses, more than enough can 
be recovered for the Treasury to permit the deductions advocated in 


H. R. 474. 


Women today are an integral part of 


f our Nation’s ec ‘onomic life. 


According to the latest statistics available from the Women’s Bureau, 
Department of Labor, about 19 million—or 30 percent of the labor 
force—are women. Twenty-seven percent of all married women work 
and they comprise over one-half of the women in the labor force. 


About 25 percent of all women workers have children under 18, and 
many of these are under school age. These figures take no account 
of women responsible for the care of children other than their own, 
and the number of such women may be considerable, especially since 
World War II. 

There has been a steady growth in the extent to which women have 
actively participated in the labor force since 1900. This trend was ac- 
celerated by two world wars, but it was not caused by them. The 
high cost of living has forced many a housewife from her domestic 
duties into gainful employment. The urgent need for specially skilled 
individuals—for example, in the nursing and teaching professions— 
has caused many married women to accept employment. The absence 
of the husband from the family has made it necessary for many 
mothers to seek employment. 

All of us will agree that women workers are necessary—and that 
it is necessary for many women to work. Yet, when a skilled house- 
stitute to do her domestic work or the cost of nursery care for her 
children, she is severely punished by our tax laws. The cost of a sub- 
stitute to do her domestic work or the cost of nursery care for her 
children cannot be deducted on her tax return. Such expenses have 
been held to be “personal” and their deduction has been denied under 
the present law which provides that “personal, living, or family ex- 
pense” are not deductible. This is rank tax injustice. 

Many older persons earn heir livelihood taking care of children, 
and it is a recognized form of domestic employment. The earnings 
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of these persons and housekeepers are subject to taxation, and many 
times this money has already been taxed in the incomes of working 
wives and mothers. 

Our present tax laws are filled with inequities, most of which fall 
upon the lower bracket taxpayers. On the average, women’s salaries 
are considerably lower than men’s—even in the same occupation in an 
industry, earnings often show wide differences. Yet, while the man 
who employs a secretary can deduct her salary from his gross income, 
plus a large number of other expenses necessary to his business or 

wrofession, the secretary herself gets no tax relief if she must hire a 
fotiseketibar in order to work. 

Statistics indicate that well over half the employed women consider 
themselves in some degree responsible for the support of dependents. 
Wages paid by a working wife or mother to a housekeeper or for nur 
sery care must come off her income for tax purposes before her family 
is economically better off. These wages are surely business expenses 
and should be designated as such, 

The Cruaman. Thank you very much, Mr. Keating. 

We will now hear from Mr. Brooks. 


STATEMENT OF HON. OVERTON BROOKS, A REPRESENTATIVE IN 
CONGRESS FROM THE STATE OF LOUISIANA 


Mr. Brooxs. Mr. Chairman, I have introduced H. R. 1226 which 
has as its purpose the reduction of the income-tax load of every Amer- 
ican taxpayer by increasing the normal tax and surtax personal exemp- 
tion from $600 to $1,000. For years I have presented and championed 
this type of legislation because I know that it provides a very fair and 
practical method of reducing the harshness of the present tax program. 

We know that the income-tax law is unrealistic in providing only 
$600 personal exemption for a period of 365 days. That is less than 


+ 
a 


$2 per day—$1.65, to be exact. It is ridiculous to assume that our 
nidaie should be able to buy the necessities of life for $1.65 per day. 
I have brought out this point repeatedly, and I believe that the best 
proof that I can offer is to add up the grocery bill, the clothing and 
medical expenses, transportation costs, and the other necessities. 
Then, when this sum is totaled, simply divide it by the number of 
persons in the family—and you have your proof that $1.65 per day is 
too little. 

There are certain other basic facts that I want to bring out at this 
time. These facts are of such nature that they prove the matter under 
discussion is important not only to this generation but to future 
generations, and even to the future of America. 

The day of the large family is passing fast. There are too few 
of our people t today who believe that they can provide properly for 
more than 1,2, or 3 children. There are many who do not have chil- 
dren and others who shun marriage because of our economic structure 
and the taxing program. This is not an idle observation. I bolster 
it with figures provided by the Bureau of the Census. Fifty years 
ago, the average size of the American family was 4.76 persons. This, 
of course, includes an average of single persons along with the fam- 
ilies, and we are assured that the actual family units were a little 
larger. In 1950, figuring in the same manner, the average American 
family contained only ; 3.5 persons. 
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I believe that the tax program should recognize the dilemma of the 
family provider, and allow a more realistic personal exemption for 
him, his wife, and his children. There was a time in the history of 
our Nation when the addition of another child to the family circle 
with an economic asset as well as an asset in other respects. Our 
Nation had an agarian economy and the children could help with 
farmwork, especially males. 

Fifty years ago only 20 percent of our population lived in towns 
and cities. The other 80 percent were farmers and their families. In 
1920 the population was divided evenly between farm and city. 

The move from the farm is continuing, and today more than two- 
thirds of the population lives in cities and larger towns. Perhaps as 
much as 80 percent of the population will soon live in the urban areas. 
With this shift of population our way of living has changed to the 
point where we must consider that the cost of rearing children, alon 
with the cost of feeding and clothing of the parents, must be seeebed 
as far greater than when we had an agrarian economy. 

Add to this the fact that the average farmer usually finds it to his 
advantage to operate his farm in a manner to produce only a few 
crops and has little time for growing his own foodstuffs. A few years 
ago the farmer bought a few staple groceries and, in good times, cer- 
tain “fancy” groceries, while he produced most of his foodstuff at 
home. Now, his wife is usually seen alongside the city dweller’s wife 
in the grocery store. Thus, we see that more and more our rural 
people are also faced with the problem of wondering just how they 
are going to be able to provide properly for larger families. 

As we face the need for changing the income-tax program, these 
important factors should be considered. Mr. Chairman, H. R. 1226 
will provide a fair and equitable means for decreasing the income tax, 
and for giving a more realistic approach to easing the barriers which 
face those persons who would rather have children in their homes 
than lap dogs at their fireside. 

The Carman. We believe in large exemptions and during the 
twenties exemptions ran up to, I think, something like $3,500 for 
married couples. Conditions were entirely different than they are 
new, but the trouble with these exemptions, a thousand dollar exemp- 
tion will cost the Treasury a little over $9 billion a year. Those are 
the things that are startling and deter us from going too fast on the 
question of exemptions. There is nothing that eats up the revenue, 
takes the revenue from the Treasury quite so fast as deductions. 
Every hundred dollars means about $9 billion cost to the Tr easury. 
I only mention that not that I am in sympathy with doing this, but 
we hear a great deal now about this. 

Mr. Brooxs. I recognize what the able chairman has had to say in 
reference to this matter. I hope that on a restudy of the matter the 
Treasury comes up with figures showing that it will actually cost a 
little less than that. I have tried to work out the number of tax- 
payers that filed income-tax returns and a difference of $400 makes 
a thousand dollar personal exemption. The figure I get does not run 
that high. I would like to see what basis the Treasury uses. 
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Mr. Mason. One taxpayer with six children would get $6,000 ex- 
emption while the one taxpayer with $600 would only get $3,600, It is 
because one taxpayer has these dependents that makes it expensive. 
It has been checked over by our experts time after time. For every 

$100 exemption it is a little better than $2 billion lost. 

Mr. Brooks. I will say this to my distinguished friend: That 1 
taxpayer with 6 children would be normally anyway under the present 
law $3,600 tax exemption. There would be a difference there of $2,400 
under the proposal. I submit that a man with six children under 
present economic conditions needs that awfully bad, needs that differ- 
ence. I do not say raise taxes on other groups in order to raise this 
amount, but in figuring out any tax reductions I think serious con- 
sideration should certainly be given to the proposal of raising the 
personal income-tax exemption. 

Mr. Mason. I will agree that it is very realistic from the taxpayer’s 
point of view to raise it from $600 to $1,000, but I say it is not very 
realistic from the point of view of the Treasury to do that thing. I 
think we have just got to do this gradually as we will have to elimi- 
nate double taxation on corporation dividends gradually. The Treas- 
ury cannot take the blow all at one time, unless we want to go to other 
extremes of taxation to make up for the loss. 

Mr. Brooks. I thank the gentleman again. If the gentleman wants 
to submit the figure and take half of it, all right. “T have a young 
daughter. She is of school age. I can tell you gentleman and tell 
you honestly it is not a realistic exemption when you think that you 
can raise a child on $600 a year. You cannot do it. 

The Cuarrman. We thank you for your statement. If there is no 
one else to be heard this afternoon, the committee will recess until 


tomorrow morning at 10 o’clock. 
(The following material was submitted for the record on topic 2:) 


STATEMENT BY ELLSWorTH C. ALvorD, WoRLD CENTER BUILDING, WASHINGTON, D. C. 


If a woman has young children, the cost of hiring someone to take care of 
them while she works is an expense directly related to her employment. Her 
income from employment is only the net amount left after paying for this domes 
tic help, yet she is required to pay income tax on the gross amount of her wages. 
The combination of increased income taxes on families with moderate means 
and increased wages for domestic help has made the income-tax problem of 
working mothers so acute that it can no longer be ignored. 

Suppose a married couple has 1 child, and the husband earns $6,000 a year. If 
the wife is offered a job at $3,000 a year and has to hire a maid at $30 a week to 
take care of her "9 the family’s income and social-security taxes will increase 
from $853.20 to $1,552.80, using current tax rates, The maid, taking into account 
social-security saan on her wages, will cost $1,583.40 a year. This will leave the 
family with a net increase in income of only $717 a year. This will be little more 
than enough to cover the cost of the wife’s transportation to and from work, 
her lunches, and the additional clothing she will need. The problem is even more 
serious, of course, for a widowed mother who must work to support her family. 

Recommendation: Permit a mother working outside her home to deduct, in 
arriving at adjusted gross income, the cost of employing 1 servant if she has 
1 or more children under the age of twelve, or to deduct the cost of day-nursery 
care for children of preschool age. The deduction should not exceed $1,800 a 
year and the deduction with respect to the cost of employing the servant or 
paying for day-nursery care should not exceed one-half of the income earned by 
the mother while working outside her home. No deduction for the cost of em- 
ploying a servant should be allowed unless social-security taxes are paid with 
respect to the wages of the servant. 
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AN EXPLANATION BY CONGRESSMAN ALVIN M. BENTLEY ON H. R. 4669 


Testimony on behalf of and in explanation of H. R. 4669, a bill to permit the 
deduction for income-tax purposes of certain expenses paid or incurred by 
an individual for the care of his dependents in order that such individual may 
be gainfully employed or self-employed 


If the committee expects to report out legislation which would permit deduc- 
tions for expenses incurred by working mothers for the care of dependents, I 
would like to suggest that the amendment be broadened to include the pro- 
visions of H. R. 4669. While I heartily agree that the working mother is being 
done an injustice under the present law, I also believe that there are other indi- 
vidual taxpayers to whom such changes should apply. 

A recent letter from the secretary of the Business and Professional Women's 
Club of Ionia, Mich., in referring to the working-mothers bill said “These bills 
are all right for working mothers and wives, but our club feels that an amend- 
ment should also include daughters who have aged or invalid parents or other 
members of their families who are more than 50 percent dependent on them for 
support, and * * * permit deductions for any outside help necessary while the 
daughter works. We realize in many of the above cases, the taxpayer is allowed 
the denpendent’s regular deduction for income-tax purposes, but you are aware 
that this deduction in no way covers the extra expense where the taxpayer must 
hire someone to stay in the home while they work to support the ‘dependent’ 
and themselves.” 

In introducing this bill, I am seeking to amend the code to permit deduction 
for the type of case described in the above letter, as well as other taxpayers 
faced with a similar situation. In many homes it is necessary for both the hus- 
band and wife to work outside the home in order to be able to afford to handle 
the problem of providing adequate care for invalid or aged dependents. This 
bill would cover such a situation as well as take care of the case where a 
widower or divorced father with dependent children or parents is similarly in 
difficulty 

In summary, if the code is to be amended to protect the working mother it 
should be broadened to take care of other individual taxpayers in similar situa- 
tions who are also deserving of relief. I feel that H. R. 4669 would properly 
amend the code in a manner fair to all concerned. 


AMERICAN FEDERATION OF GOVERNMENT EMPLOYEES ON H. R. 2861 
AND SIMTLAR LEGISLATION 


Our federation, representing Federal employees throughout the country and 
outside the continental United States desires to endorse the principle embodied 
in H. R. 2861, introduced by Representative Kenneth Roberts, and other similar 
measures. We are in full accord with this effort to relieve the serious financial 
burden of working mothers having dependent children. 

While this legislation would and should apply to all mothers having such re- 
sponsibilities, we are more acutely aware of the plight of women who are em- 
ployed by the Federal Government and who form a large segment of our 
organization's membership 

Our personal knowledge indicates that time and again mothers who must work 
to support their children are experiencing extreme difficulty in feeding, clothing, 
and sheltering their families adequately because of the limited income they re- 
ceive in the form of salary. Taxes represent a considerable part of the take- 
home pay of these women after deductions. In many instances, as much as 
one-third to one-half of a mother’s salary must be devoted to the care of her 
children. Yet this part of her salary is subject to the same tax levy as the 
remainder of her base pay. 

When it is realized that most mothers who work do so because of economic 
necessity, the need for legislation of this kind becomes apparent. seCause we 
are aware that committee members are familiar with and sensitive to the needs 
of their constituents, it is unnecessary fer us to belabor the committee with the 
manv tragic details of family life when mothers must work to support their 
children. 

Beyond that, however, we are faced with a problem which is large in scope. 
Enactment of legislation similar to H. R. 2861 wonld make a positive contribution 
to the welfare of the children in these families. And it is to them that we must 
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look for the future social, economic, and cultural progress of our Nation, as 
well as its defense. 

Present laws permit the exemption of certain business expenses from taxes 
In the main, these items are quite legitimate. While we have no desire to 
classify the rearing of children as a “business” in the sense that term is 
ordinarily used, it must be recognized that the essential expenses incurred in this 
respect are equally legitimate as deductible items. if not more so. 

Krom the time income taxes were first enacted in this country, we have pro 
eceded on the principle that each citizen should contribute to our national 
revenues in proportion to his ability to pay. Those of us who have the responsi- 
bilitv of maintaining a family are keenly aware that this financial burden is 
great. In the case of working mothers, however, the financial responsibility 
is even more acute. They are among those who are least able to make a sig 
nificant contribution to our country's revenues. 

Because of these considerations, our federation earnestly urges that the com- 
mittee take favorable action at an early cate on H. R. 2861 and similar legislation. 

Members of our organization deeply appreciate the opportunity of presenting 
their views on this important legislation. 


STATEMENT IN Support oF PERMITTING EMPLOYED TAXPAYERS To Depuct Ex- 
PENSES OF CHILD CARE From THEIR FEpERAL INCOME TAX, PRESENTED TO THE 
House COMMITTEE ON WAYS AND MEANS, ON BEHALF OF THE CONGRESS OI 
INDUSTRIAL ORGANIZATIONS, BY STANLEY H. RurrenserG, Director, DEPART 
MENT OF EDUCATION AND RESEARCH, CONGRESS OF INDUSTRIAL ORGANIZATIONS 


The Congress of Industrial Organizations has for some years unanimously 
supported by convention resolution the proposal that employed taxpayers be 
permitted to deduct as expenses costs incurred for child care from their Federal 
income tax. We are gratified that so many bills have been introduced in this 
session of Congress on this subject, and we urge your committee to support 
this reform which would be constructive not only for workingwomen and widow- 
ers but for millions of children and thus for the entire Nation. 

While we are not supporting a specific bill, we believe that an appropriate 
amendment would have the following characteristics : 

1. Apply to a working wife, widow, or widower, or parent by legal adoption 

2. Permit deduction of expenses of child care within the home or outside 

3. Be directed especially to the needs of middle- and low-income families, 
perhaps with a ceiling on the amount of expense deductible per child or on total 
family income. 

We have broad reasons for favoring such a proposal. 

We in the lahor movement are deeply committed to many types of measures 
intended to promote the welfare of the Nation’s children. To quote our 1952 
convention resolution on children and youth: 

“The CLO renftirms its belief that our Nation’s progress must be advanced 
and judged not primarily by material output, but the quality of the lives of 
our people, and especially by the degree to which children throughout the Nation 
are enabled to grow up into healthy, secure men and women, respecting their 
own powers and the rights of their fellow men, and utilizing their abilities 
creatively in the common cause of humanity.” 

In line with this belief, our unions have been seeking to raise the earning 
power of all those who are employed, to improve housing and education, social 
security, health, and many other types of social services. Nevertheless, many 
women feel compelled to supplement their husband’s earnings in order that 
the family income may be sufficient to provide proper food, clothing, housing 
and other necessities. 

Our members can provide many illustrations of such cases. Comprehensive 
data from the 1950 census of population provide overall evidence showing that 
wives are much more likely to enter the labor force when the husband’s income 
is low than when it is more adequate. Thus, when the income of the husband 
was $6,000 or more in 1950 only 1 out of 9 wives was found in the labor force 
in 1951. But when the husband’s income was under $3,000, 1 out of 3 wives 
sought work. (U. S. Department of Labor, Women’s Bureau, 1952 Handbook 
of Facts on Women Workers, Bulletin No. 242, p. 62.) 


37746—53—>pt. 1 
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The census has not released data showing how many of these women have 
children, but we do know that of the 5.3 million mothers in the labor force 
in April 1951, 2 million had children under 6 and 3.2 million had children be- 
tween the ages of 6 and 17, although no younger ones. The working mothers 
equalled one-fourth of all women in the population who had children under 18. 

These figures indicate the broad extent of the problems of working mothers, 
and should remove any doubts that the matter of expenses for child care should 
no longer be ignored in national tax policy. 

When a mother decides it is desirable for her to go to work, the Nation should 
provide a framework of tax policy which recognizes the importance of adequate 
care for her children while she is employed. The money she must pay for a day 
nursery, a homemaker, or other supervision for her children should be deductible 
as a legitimate expense of her going to work just as businesses are permitted to 
deduct many types of expenses, including some far less constructive or essential. 
As a result, the individual family would be able to make better arrangements, 
and the community would be encouraged to develop more and better joint arrange- 
ments for working mothers, both under public and private auspices. Such a 
measure would not be encouraging more mothers to go to work, if they do not 
need or desire to do so; it would be recognizing a widespread and growing trend 
which has not been met sufficiently by our tax laws. 

A measure of the type proposed would not only result in a more constructive 
environment for millions of children, but it would be a long overdue acknowledg- 
ment of women’s double contribution to society in their role of mothers and of 
breadwinners. We do not believe the measure should be confined to women, 
however, since widowers face a similar problem of having to provide a substitute 
for the mother’s care. Consideration should be given to extending the provision 
to cases of disablement, death of both parents, etc. 

At times, a tremendous effort is made to induce women to enter the working 
force. Such occasions arise now in the case of special skills, such as nursing, 
und in areas of severe labor shortage. In general mobilization for war, a major 
part of the increase in the labor force would have to come from the ranks of 
women. But for many mothers, the proposal that they go to work confronts 
them with very real financial questions in addition to the difficult decision as 
to whether they wish to leave their children during the period of work. Pros- 
pective earnings are slashed by costs of clothes, carfare, and meals away from 
home, as well as by child care expenses. In many cases, these expenses, when 
not allowed through deductions from taxable income, mean that there is virtually 
no addition to net family income—certainly not if adequate provision for child 
care is made. Thus the overcoming of manpower shortages and rapid mobiliza- 
tion to meet a wartime emergency would be facilitated by the type of amendment 
we support. 


STATEMENT OF Sot D. ZIMMERMAN, ALBANY, N. Y. 


For the past 10 years I have written to my Congressman for legislation per- 
mitting widows, wives whose husbands are in the armed services, women who are 
separated from their husbands, and now I add widowers, to deduct expenses 
incurred in connection with care of children under 18 years of age and upkeep of 
homes (for upkeep of home the taxpayer must have at least one dependent 
under 18 years of age). Now in making that suggestion I wasn’t thinking of 
myself as thank God, my wife is not a widow nor am I widower—I was thinking 
of the many friends I have whose husbands were in service during World War 
II—I also have two friends of mine who are widowers—and the thought of those 
people led me to believe there must be a great many in the same boat. 

I'll be frank—there may be one argument against it and that is—a married 
taxpayer who has his wife, while he may not incur expenses in connection with 
care of child, etc.—does have an expense in the keep of his wife, which some- 
times may be just as expensive as payments to a housekeeper or nursemaid. But 
I’m thinking mainly of widows and wives whose husbands are in service—there 
is no relativity. 

I cannot tell you how much revenue the Government will lose but I can say 
the country will gain a lot more happier taxpayers. 
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STATEMENT By AppIsON B. CLOHOSEY, EsQ., ON BEHALF OF RESEARCH INSTITUTE 
oF AMERICA, NEW YorK, N., Y. 


Not only wives or widows but also widowers should be given some considera- 
tion where household help is necessary for minor children. 

I have questioned a number of representatives of the Internal Revenue Bureau 
as to why the expenses of caring for a child during working hours could not be 
deducted as an expense from the salary of the mother of said child. There 
seems to be no logical reason for the present disallowance of such an expense. 
The only reason ever given me was the fear that such allowances would be 
subject to abuse in that the expense of a babysitter for social purposes would 
automatically have to be allowed if the expenses of caring for a child of a work- 
ing mother were ever permitted. To me this offers a very poor excuse for not 
allowing such expenses because the same reason would apply to a doctor, lawyer, 
farmer, or any other person who uses his automobile both for pleasure and for 
business. For the same reason that the expense of an automobile, used to pro- 
duce the income upon which tax is being paid, is deductible in the proportionate 
share that it is used in producing that income, so should the expense of child 
care for a working mother paid during working hours be deductible. 


STATEMENT OF AMERICAN FEDERATION OF LABOR RE DEPENDENCY CARE ALLOWANCE 
FOR WORKING WIVES AND WiIpDows 


The American Federation of Labor is in sympathy with those who wish to 
relieve widows and mothers of children from taxation on that part of their 
incomes devoted to payment for the care of their children while they are at work. 

However, up to this time no practical way of accomplishing this objective 
that would relieve those who might.most need relief has been proposed. Various 
bills introduced would serve to benefit women in middle- and upper-income 
categories, while providing little benefit to the greater majority of working 
mothers in the low-income groups. Virtually all of the bills, if enacted into law, 
would permit wholesale evasion and abuse and would be very difficult to enforce. 

The American Federation of Labor, while recognizing the particular problem 
of working mothers, believes it is one of a number of problems of different kinds 
that confront working people in the low-income groups. Bssentially these prob- 
lems spring from the basic fact that the $600 exemption for adult taxpayers is 
inadequate and the tax rate on the first $2,000 of income above exemptions is 
too high. It is our considered opinion that recognition of these facts would do 
much to eliminate the demands of particular groups for various tax concessions. 


STATEMENT OF DEL R. Paice, CHAIRMAN, TAXATION COMMITTEE, GEORGIA STATE 
CHAMBER OF COMMERCE, ATLANTIC, GA., Re EXPENSES OF CHILD OR DEPEND- 
ENCY CARE 


Proper allowances of deductions for expenses of child care or dependency care 
for working wives and widows should be allowed. 


STATEMENT OF Puitie A. HERSHEY, CERTIFIED PUBLIC ACCOUNTANT, SAN FRAN- 
cisco, CALIF., Re Topic 2, THE ExPENSES OF CHILD OR DEPENDENCY CARE FOR 
WoRKING WIVES, Wipows, Erc. 


While I well realize that the Congress has the power to tax gross income, it 
has long been the policy of our Government to tax only what was legally deter- 
mined to be net income. In other words, income less certain types of expendi- 
ture which we might classify as necessary and ordinary to the production of 
the income reported as the gross amount. It should not be the intent nor the 
purpose of tax laws to reduce to paupery those who desire to be ambitious to 
earn their living and to properly support their families. Certainly the expense 
of caring for children or dependents unable to care for themselves is a first and 
direct charge against the income of the working wives, widows, etc., and in all 
sense of fairness amounts so paid should be deductible by the working wife or 
widow. It would seem that if alimony payments are deductible certainly de 
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pendency-care payments should likewise be deductible where such payments 
are necessary because of circumstances within a family group. 

I could almost say for personal reasons that I would recommend that the 
5-percent minimum on medical and dental expenses as listed under topic No. 3 
be removed. Particularly as to the 5-percent minimum. The newspapers carry 
articles that medical and dental expenses are deductible and even when the 
press releases go on to state the limitations the average taxpayer has believed 
that medical and dental expenses are deductible in full with no limitations 
The health of a nation is very important to its welfare and I would suggest that 
from an overall picture nationally we would gain more if we would remove the 
5-percent minimum and increase the maximum dollar limits in order that this 
deduction would become of real value to the average taxpayer. It is quite true 
that there are many neurotics in this country who are wealthy enough to afford 
the doubtful pleasure of always being sick but they are the exception rather 
than the rule and when sickness or accidents have occurred that generally use 
up all the family savings and cause loans to be taken against future income I 
think it is about time we become realistic, remove the 5-percent minimum, and 
substitute maximum dollar limits which would normally cover the usual extent 
of medical and dental expenses. 


AMERICAN INSTITUTE OF ACCOUNTANTS, NEW Yorx, N. Y., Re Topic 2, Tue 
EXPENSES OF CHILD OR DEPENDENCY CARE FOR WORKING WIVES, Wipows, Etc. 


It is recommended that section 23 of the Internal Revenue Code be amended 
so that working wives, widows, and widowers may deduct, for income-tax pur- 
poses, necessary amounts paid in providing for the care of children and depend- 
ents while the taxpayer is gainfully employed. The amount of the deduction 
should be determined by Congress, 

Working wives, widows, and widowers suffer a hardship today because the 
tax laws do not allow them to deduct, for tax purposes, necessary amounts paid 
in providing for the care and maintenance of their children or dependents during 
the time that the taxpayer is gainfully employed. The composition of our work- 
ing population has changed materially in recent years—particularly since the 
start of World War IIl—and many women with children are performing useful— 
sometimes essential—jobs in commerce and industry. In many cases, wives are 
compelled to work to support the family because of the death or illness of the 
spouse. However, before such workers can accept employment, they must make 
arrangements to have their children sent to a nursery school or cared for by a 
competent person. Some recognition should be given to the extra expense they 
must assume in order that their children will be safe and well cared for while 
they are gainfully employed. 

The committee on Federal taxation endorses the principle that working wives, 
widows, and widowers with children or dependents to support are entitled to 
some tax relief for these necessary expenses incurred in the production of tax 
able income. Accordingly, it is recommended that section 23 of the code be 
amended to allow such taxpayers to deduct necessary amounts paid in providing 
for the care of children or dependents while the taxpayer is gainfully employed 
It is recognized that it may be necessary to limit the deduction to the care of 
children below a specified age and other dependents who are incapable of 
self-support. 


(The Georgia State Chamber of Commerce submits for the record 
the following recommendation with regard to item 2:) 


THE EXPENSES OF CHILD OR DEPENDENCY CARE FOR WORKING WIVES, Wipows, Etc. 


In view of the important place that working wives and widows take today in 
industry, it is believed that proper allowances of deductions for expenses of 
child care or dependency care for working wives and widows should be allowed. 

(The West Virginia State Chamber of Commerce submits for the 
record the following recommendation :) 

Item 2. Exnenses of child or dependency care for working wives, widows, ete. 
This deduction has been specifically endorsed. s 

(Whereupon, at 2:15 p. m., the committee recessed, to reconvene 
at 10 a.m. Wednesday, June 17, 1953.) 
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WEDNESDAY, JUNE 17, 1953 


Hovse or REPRESENTATIVES, 
ComMITTEE ON Ways AND MEANS, 
Washington, D.C. 
The committee met at 10 a. m., Hon. Daniel A. Reed (chairman) 
presiding. 


TOPIC 3—DEDUCTION OF MEDICAL AND DENTAL EXPENSES 


The CuHarrman. The committee will come to order. 

The committee will continue hearing testimony on general revenue 
revision. Today we have topic No. 3, which is the deduction of medical 
and dental expenses, such as problems relating to the 5 percent mini- 
mum, the maximum dollar limits, and the coverage of the deduction. 

We will first hear from Members of Congress who have asked to 
be heard on their respective bills falling within the scope of this topic. 

At this time we will hear from Congressman D. R. Matthews. 
Please give your name and the capacity in which you appear for 
the record. We all know you and are happy to have you here. 


STATEMENT OF HON. D. R. MATTHEWS, A REPRESENTATIVE IN 
CONGRESS FROM THE STATE OF FLORIDA 


Mr. Matruews. I am Congressman D. R. (Billy) Matthews from 
the 8th Congressional District of Florida. 

Mr. Chairman, my statement will take only about 2 minutes. May 
I have permission just to read it and file it for the record ? 

The CHatmrMan. Absolutely. You may proceed. 

Mr. Matruews. The purpose of this bill is to permit the t axpayer to 
deduct all of his medical and dental expenses from his gross income, 
provided, of course, that this deduction does not exceed the prese nt 
maximum deduction allowable. At the present time, the maximum de- 
duction allowable is $1,250 multiplied by the number of exemptions 
allowed, with a maximum of $2,500, except that the maximum is 
$5,000 in the case of a joint return of a husband and wife. The bill I 
am offering would not make any change in this schedule of maximum 
deductions allowable. 

Many of our citizens of modest income spend 1 or 2 hundred dol- 
lars per year for medical and dental expenses, and under the present 
law they cannot deduct this amount from their income tax. I believe 
it is only fair to give the average citizen, the taxpayer of modest 
means, an opportunity to find some tax relief that will enable him bet- 
ter to pay his current obligations, and I think this bill which I have 
introduced would be of help to him in that respect. 
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The benefits of this bill would be available only to those taxpayers 
who file Form 1040 and itemize their miscellaneous deductions. Those 
taxpayers who elect to take the so-called standard deduction on their 
returns would not be affected hereby. 

No accurate estimate of the loss of revenue to the United States 
which will result from the enactment of this bill is possible. Any 
attempts to arrive at such an estimate must be classed as pure specu- 
lation. I personally feel that the estimates I have heard are far too 
high and that the loss of revenue would be compartively small, espe- 
cially in view of the desperately needed tax relief which this bill 
would afford to low-income families whose members have been stricken 
with illness or accident. This is definitely a poor man’s bill, since it 
would give no additional benefit to those with higher incomes. This 
is shown by virtue of the fact that the present limitations on maximum 
allowable deductions are retained. 

There has been much discussion concerning tax relief, and yet I 
share the same concern with all Members of the House about the 
necessity for balancing the budget. However, I am confident that 
there should be a determined effort to give the citizens of this Nation 
some tax relief. I do sincerely believe that if this bill which I have 
introduced is passed, it will not seriously hamper our attempts to 
balance the budget and, at the same time, it will offer some small 
measure of tax relief to the citizen who needs it most, namely, the 
citizen of small income. 

Mr. Chairman, that completes my statement. 

The Cuarrman. Thank you very much for your helpful statement. 
It was very well done. 

Mr. Marrnews. Thank you. 

Mr. Curtis of Nebraska. Mr. Matthews, what did you say your 
bill would do? I heard what you said as to who it would help, but 
what would it do? 

Mr. Matruews. Would you mind if I just read that? 

Mr. Curtis of Nebraska. No. 

Mr. Matruews. The purpose of this bill is to permit the taxpayer 
to deduct all of his medical and dental expenses from his gross income, 
provided, of course, that this deduction does not exceed the present 
maximum deduction allowable. 

In other words, he gets credit for the first 5 percent of his income 
that he spends on dental and medical expenses, provided it does not 
exceed the present maximum deduction allowable. 

Mr. Curtis of Nebraska. At the present time we have this situa- 
tion in the tax law. If a man owns a yacht and it explodes and is 
destroyed, that is a loss to him, and he can take that into account in 
his taxes. But if another man breaks his arm—and we will assume 
he breaks it not on the job where the employer takes care of him— 
and his medical bill by reason of breaking that arm is a couple hun- 
dred dollars and it does not reach the 5-percent point, he does not 
receive any tax consideration for breaking his arm, whereas a man 
does receive tax consideration for the loss of his physical property. 

Mr. Matruews. That is true. 

Mr. Kran. Mr. Matthews, you said this would not help the upper- 
income group. I think it will help them tremendously, because a 
man with a $100,000 income now cannot start deducting medical ex- 
penses until after he has spent $5,000. This bill would allow him 
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to deduct everything. I do not say that is not justifiable, but what 
I am saying is that it would be a bonanza for the upper-income group. 

Mr. Marruews. Let me add that, too. I want to say I did not 
want to emphasize the fact that it would not help all citizens. I 
appreciate that observation. I do believe it would help all of our 
citizens. 

Mr. Curtis of Nebraska. Mr. Matthews, I have a constituent, a 
lady beyond 80 years of age, who has an income of around $9,000 a 
year, but she has to be maintained in an institution with around-the 
clock nur sing, and so forth, and it costs her actually in excess of $8,000 
a year to pay her medical bill. 

‘Mr. Martruews. This, I believe, would offer her some measure of 
relief, Mr. Curtis. 

Mr. Enernarrer. Your object is very worthy, but the committee is 
fearful that many persons would take advantage of it by taking the 
advice of a physician ‘and getting all kinds of different treatments, 
including perhaps a vacation or two for their health, and finally 
end up without paying any taxes. That is what the committee is 
faced with in this proposition. I just want to call that to your 
attention. 

Mr. Matruews. Thank you. 

Mr. Urr. Mr. Matthews, you said in your statement that you did 
not think this bill would cost the Tre: usury muc +h money. Is it not 
your belief that probably every taxpayer in the United States averages 
$100 a year in medical and dental expenses? 

Mr. Marrnews. I certainly believe so; yes, sir. 

Mr. Urr. And that would be the same as increasing the exemption 
from $600 to $700, which would actually cost the Treasury over $1.5 
billion. 

Mr. Marruews. To be perfectly frank, the best estimate I could 
get is that it would be approximately $1 billion. Of course, that is 
just hazarding a guess. It may be more or may be considerably less. 
I would say, fr: ankly, it would be at least $1 billion, in my opinion. 

Mr. Urr. That is quite a bit of money, and when you said you did 
not think it would cost the Treasury much money, I just wanted to 
call your attention to the fact that it would cost between $1 billion 
and $2 billion. 

Mr. Matruews. Thank you. 

The Cuarrman. We thank you for your suggestions. 


STATEMENT OF HON. ARMISTEAD SELDEN, A REPRESENTATIVE 
IN CONGRESS FROM THE STATE OF ALABAMA 


Mr. Sexvpen. Mr. Chairman, after hearing Mr. Matthews’ testi- 
mony and examining his bill, I find that my bill, H. R. 3779, is identi- 
cal to the bill already discussed by the gentleman from Florida. 
Most of the points I had wanted to make have been covered by Mr. 
Matthews. For this reason, I would like to concur in the statement 
made by Mr. Matthews and make by remarks in connection with 

with H. R. 3779 very brief. 

H. R. 3779 simply provides that all medical and dental expenses 
can be deducted for income-tax purposes if they are not more than 
the present maximum deductions. 





76 GENERAL REVENUE REVISION 


Under the law now in force, a taxpayer cannot begin to subtract 
medical and dental bills until they amount to more than 5 percent of 
his total income. H. R. 3779 would remove this limitation by amend- 
ing the Internal Revenue Code. 

This bill would not change the maximum limit for medical and 
dental expenses, nor would the bill affect those taxpayers who prefer 
to take the so-called standard deduction on their income-tax returns. 

I have introduced the bill in an effort to bring a mensure of relief 
to all taxpayers and particularly to those with small incomes who have 
had illnesses in their families. Many citizens with modest incomes 
spend $100 or $200 each year for medical expenses, but under the 
present law cannot deduct that amount in computing the tax they pay. 
H. R. 3779 will permit the taxpayer to subtract this first 5 percent 
(if the expenses are not covered by insurance) as well as any over 
that percentage. 

I am sure this committee is anxious to give some form of tax relief 
at the earliest possible moment. I believe that H. R. 3779 has a great 
deal of merit, and I sincerely hope the reduction covered by this bill 
will be included in the first tax reduction bill that passes the House 
of Representatives. 

The Cuarmman. The next witness will be the Honorable Oliver 
Bolton of Ohio. 

We are very pleased to have you here. Please give your name and 
the capacity in which you appear for the record. 


STATEMENT OF HON. OLIVER P. BOLTON, A REPRESENTATIVE IN 
CONGRESS FROM THE STATE OF OHIO 


Mr. Botton. My name is Oliver P. Bolton. I appear as the Repre- 
sentative of the 11th District of Ohio. 

Mr. Chairman and members of the committee, I greatly appreciate 

the opportunity to appear before your committee this morning to 
diseuss the bill which I introduced and which several other Members 
introduced in similar pieces of legislation. My bill, H. R. 3911, would 
make all expenses for medical and dental treatment, along with all 
costs of health insurance plans, deductible for income-tax purposes. 

In this connection, I want to make it clear that although I am a 
lawyer by training, I do not appear here this morning as a tax expert 
in any sense of the word. I do not pretend to have at my fingertips 
much of the information on this subject which some of you gentlemen 
undoubtedly have. Furthermore, I wish to make it clear, ‘also, that 
this bill, H. R. 3911, was in no way introduced with the thought that 
it would be a solution to the prob lem which so many of our “citizens 
face today—that of constantly rising medical costs. It is not designed 
or thought of by me in any way as a substitute for any national 
medical scheme. 

I had enough of the closest thing we have had in this country to 
socialized medicine while in the Army to realize that, although nec- 
essary in the services, it is definitely not the answer to the grave prob- 
lem of health care and cure facing our civilian population today. 
Rather was this bill conceived as a recognition of the fact that just 
as do plants have deterioration, so do human bodies; just as property 
is subject to the ravages of Nature’s storms, so is the human body; just 
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as machinery becomes obsolete and needs to be constantly repaired, 
so does the human body to a greater or lesser degree. 

Mr. Chairman, H. R. 3911 proposes that all medical and dental ex- 
penses, plus all expenses incident to membership in any voluntary 
health-insurance plan, should be deductible for income-tax purposes. 
I am perfectly willing to admit that the bill is probably loosely drawn. 
Certainly there are points of it which are not clear, and it is my desire 
in this discussions this morning to make the thoughts which I had in 
conceiving this piece of legislation more definite so that you gentlemen 
may consider them in your redr afting of the internal revenue laws. 

At present, as I understand the law, there is a basic deduction for 
all who use the short form of return of approximately 10 percent, 
which is designed to include not only charitable deductions and what- 
ever medical deductions as are now allowed under the law but all de- 
ductions of the average taxpayer. It is my understanding, further, 
that under the present law a taxpayer is permitted to deduct those 
medical expenses for income tax purposes which exceed 5 percent of 
his adjusted gross income but cannot deduet more than $1,250. 

Let us stop for a moment and consider what that means. If a man 
has a major illness in his family, he can deduct the difference between 
5 percent of his income and $1,250 or $2,500 or $5,000, depending upon 
the number of dependents, and no more. Yet some of the illnesses 
today, with the treatments called for in these days of modern medicine 
and the miracles they carry with them may amount to from $5,000 to 
$10,000 per year and may carry on for several years. A man may have 
the savings of his life wiped out in 1 year but still has to pay income 
taxes upon his salary, which was far smaller than the bills he had to 
pay to keep himself or his wife or child alive. 

But even more than that, there are too many people in this country 
who do not dare call a doctor until the temperature of their children or 
other members of their families rises to the point where they know real 
danger exists. Asa result of this, by the time the doctor does get there, 
the situation is probably a great deal more serious than if the doctor 
had been called when the symptoms first developed. And yet the 
thing which prevented the family from calling the doctor was their 
need to save every penny. Many will say “Yes; that may be true, but 
this bill will have little effect upon such a case.” My answer to that, 
Mr. Chairman, is that today our income taxes reach so far down into 
the pockets of our people that everyone feels their pinch. Under the 
terrific load that has been foisted upon our country by the preceding 
udministrations, there are few men who are working who do not come 
within the reach of the tax gatherers first. 1 think a provision in our 
Jaw which would recognize health would be a worth while one; a pro- 
vision which would recognize that health is a matter in which we, as a 
nation, are interested. 

Mr. Chairman, there have been certain criticisms which have been 
directed at the basic proposition that medical expenses should be de- 
ducted, and I would like to discuss them with you at this time. 

First of all, as was pointed out by a representative of the Treasury 
Department, if we allowed or permitted medical deductions to be 
itemized, it would mean that the great bulk of the taxpayers who now 
use the basic standard deduction or short form would no longer con- 
tinue to do so and, as a result, the Internal Revenue Bureau would have 
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to put on a great many more employees to audit the tax returns, and 
the cost would be prohibitive compared to the return to the Govern- 
inent. Frankly, this is a valid criticism as the bill is now drawn. 
However, it is my thought that there is no need to keep that short form 
as it is now constituted and that it would be possible to add an itemiza- 
tion for medical expenses in addition to the short form deduction, 
whether the short form standard overall deduction is maintained at 
the level at which it now is or whether it is perhaps lowered to make it 
possible to deduct medical expenses. So, although that is a valid 
criticism of the bill as now drawn, it does not seem to me it should be a 
criticism of the overall proposition of whether or not medical, dental, 
and insurance plan expenses should be deductible. 

Secondly, it is suggested that this suggestion that medical and dental 
expenses should be deductible will benefit more those who need the help 
the least, namely, those who have the larger incomes. I submit to 
you, Mr. Chairman and members of the committee, that it is not the 
desire of the author of this bill to create a haven for the rich or to 
jeopardize their health just because they are rich. It is true that a 
man With an income of $50,000 will receive a Jarger deduction for a 
$5,000 medical treatment under this suggestion than will a man with a 
$5,000 income; nevertheless, this will be due to the fact that he earns 
more, not because the law is unjust. Moreover, if the proper carry- 
over provisions are provided for in the law, it is conceivable that the 
inan who earns $5,000 might totally escape tax for several years be- 

cause of his health expense, while the man with an income 10 times 
greater would take his deduction all in 1 year and be done with it. 
Therefore, although on the surface this criticism would appear to have 
merit, if the proper carryover provisions are provided, I do not believe 
it merits ser ‘ohe consideration. 

Thirdly, following the suggestion of the preceding criticism, there 
are those who say that a provision in the law which would permit 
patients to deduct their expenses for medical and dental treatment 
would merely result in the raising of the fees by doctors and dentists 
for their treatments and the net result would be that the only one 
who would benefit would be those giving the treatments rather than 
those receiving them. There is no question but what the point raised 
by this criticism is a grave one. There is no question but what a pro- 
vision such as the one I suggest would put a real responsibility on the 
shoulders of the medical profession in general. And I am even will- 
ing to admit that there is a certain amount of proof that there are 
those in the profession who cannot shoulder such responsibility. We 
are all cognizant of those instances where a bill by a doctor or dentist 
was increased as soon as they heard that the patient was the holder 
of an insurance policy. Nevertheless, I have known a great many 
doctors and dentists in my short life, and I am unwilling to believe 
that the great majority of them would take advantage of such a 
situation. 

But even if you are unwilling to go along with me on such a view- 
point, may I call to your attention that the regulations under this 
provision would undoubtedly require the presentation of proof for any 
medical or dental expenses to warrant their being accepted as deduct- 
ible items. ‘This would mean that the doctors or dentists would have 
to give them receipts, and a cursory checking of those receipts would 
give a far more accurate check on the income of those same doctors, 








GENERAL REVENUE REVISION 79 


whose veracity has been questioned in casual conversation so many 
times in the recent past, than is available at present. 

Again, therefore, I do not think this is a criticism that stands up 
under close scrutiny. Should the Department find that it is fair, how- 
ever, and that the spirit and intent of the law is being twisted, once 
it has been enacted, it would be a relatively simple matter to limit the 
amount of allowable expense for a given treatment or illness in much 
the same way that insurance companies do now under their own 
olicies. 

Fourthly, the most valid criticism, at least to me, of this whole 
proposition is a general one that objects to deductions on general 
principles. Those who hold this view point out that deductible ex 
penses, like exemptions and exclusions from income, reduce the tax 
base. ‘They seem to reduce the tax liability but only for those favored, 
and they feel that since needed revenue must be collected, rates must 
be raised as an offset to obtain a given amount from the shrunken net 
income base, and they point out that the burden of taxes is thereby 
shifted and that new inequities are likely to result. Of course, under 
this provision, there would be few inequities, if any, since everyone 
in this Nation suffers from poor health at some time in his existence. 

Those who offer this criticism, however, go on to point out that the 
more exemptions and deductions the law contains, the more we are 
encouraging our citizens to attempt to come within the terms of one 
of them and thus to avoid a tax or, in other words, the more compli- 
cated the law becomes, the more we are asking our citizens, in effect, 
to look for ways to avoid the intent of the law and to evade their share 
of the tax burden. With this point I could not more heartily agree. | 
have long stated that one of the great needs of this country is an 
overall simplification of our tax structure and our tax laws. However, 
as long as there are any deductions, I think one which permits the 
health of our country to be recognized as of paramount interest to the 
Nation is not only a permissible but a necessary one. 

Before concluding, Mr. Chairman, there is one other point which this 
bill H. R. 3911 includes. It is the deduction of payments on medical 
health insurance plans. These payments were included for two rea- 
sons. First, because it was my opinion that if we can consider expenses 
for taking care of diseases once we have them as a legitimate expense 
for deduction from adjusted gross income, then we should consider 
equally legitimate and deductible expenses which make provision in 
advance for such expenses. Naturally, under this provision expenses 
for medical services covered by an insurance plan would be deductible 
only to the extent that the insurance did not meet the total expense. 
Furthermore, I consider that some sort of insurance plan, perfected 
beyond those presently in existence, perhaps, but along their general 
lines, holds the answer to the present high cost of medical treatment 
for the average person. Therefore, because I consider the health of 
the Nation so important to this country, it was my opinion that per- 
mitting the deduction of the expense entailed in joining such an in- 
surance plan might be a stimulus to our people to participate in one 
and thus greatly improve the ability of the average family to with- 
stand the shock of serious illness. Call it subsidy, if you will, but it 
would be a pittance to the cost of any Government socialized medical 
plan. In short, then, what H. R. 3911 attempts to do is to make health 
maintenance a recognized expense of the individual by the Govern- 
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ment, recognized to such an extent that he may deduct it from his 
gross income in figuring his adjusted net income for income-tax 
pur] poses, 

American people now spend, I am told, more than $9 billion a year 
for medical and dental care. Such expenditures are always difficult 
for any family to meet, because they come at irregular intervals when 
they are least expected; they are always heavy when they do strike, 
frequently catastrophic. Today, with the terribly high cost of medi- 
cal and hospital care, the problem is more acute than ever. There is 
no question but what families who have large medical bills resulting 
from serious illnesses are those who stand in great need of tax relief 
in this year and those that follow so that they may be able to replenish 
the hole which such expenses make in the family savings. 

The provision in the present law which limits medical deductions 
seems inequitable now, since the very time when a taxpayer needs re- 
lief the most is when his expenses suddenly skyrocket to thousands of 
dollars as a result of serious illness or accident. Under the present 
law, he has no way of recovering these expenses, the most of which 
probably came out of his savings. It would seem only equitable that 
health care should be payable out of earnings and that, therefore, 
they should be deductible from gross income not only in the year 
that they are suffered, but the taxpayer should be able to carry over 
such deductions until they have been fully deducted. 

Itemization of medical expenses might make the addition of some 
personnel in the Bureau of Internal Revenue necessary, but it would 
not be necessary to itemize all deductions in order to achieve the ob- 
ject of this bill. Provision for what might be described as a semi- 
short form with an optional flat deduction for other deductible items 
would solve this problem. 

I strongly urge the committee to consider the general principles 
contained in H. R. 3911 with favor. To me it is ‘only fairness and 
right that if we recognize that repairs in business to a piece of ma- 
chinery are a legitimate and deductible expense from gross income 
in the computation of the taxable income of the company, that we 
then recognize that repairs and maintenance of the human machine 
with which we work and live is a legitimate and deductible expense 
in computing the taxable income of that human. 

Since the introduction of H. R. 3911 there have been many favorable 
comments in the newspapers across the country as well as in my mail. 
Some of these have been kept by my office, and I would be glad to 
make them available to the committee for their consideration if the 
members so desire. Otherwise, gentlemen, I think that is all I have 
to say at this time. 

I certainly appreciate the opportunity of being here this morning, 
gentlemen, and discussing the situation with you. 

Mr. Jenkins. I want to compliment the young gentleman on the 
very fine statement he has made. Without any flattery, you have 
surely gone into this exhaustively, and you are to be complimented 
on your effort. 

Mr. Botron. Thank you. 

Mr. Jenxins. If you want to add anything to your written state- 
ment or if you interpolated anything as you went along 

Mr. Botton. Yes, sir; I did. 
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Mr. Jenkins. If you will consult with the clerk later, you may 
revise your remarks, because I would like personally to have every- 
thing you said as well as what you produced there made a part of the 
record. 

Mr. Borron. Thank you very much. 

Mr. Kean. I was interested in what you said about viewing the 
deduction as a possibility of encouraging insurance to do away with 
the possibility of socialized medicine. Of course, it would be pos- 
sible, would it not, to put into the law a provision saying that a pay- 
ment to a health program would be a deduction without consideration 
of the 5 percent even though we did not put in the rest of the bill? 

Mr. Bouron. Yes, sir 

Mr. Kean. It seems to me that is something we ought to give con- 
sideration to. Although, again, one of the troubles with these health 
plans is that people, when they have them, think they must use them, 
and there are a lot of people filling up hospital beds right now, some- 
times, who do not need them because they have a health plan, and 

hey do not leave room for the catastrop hic illnesses which you talked 
Seah. which is an important objection. And, of course, a lot of the 
health plans do not cover catastrophic illnesses because they are not 
“ee nough. I have always felt the answer to these health plans would 
be an exemption like they have in automobile accident insurance, where 
the first $100 is to be paid by the individual, but for the larger amounts 
insurance ought to be there. That would stop any finagling about 
it and would really give protection from catastrophic illnesses, which 
[ think is a tremendous problem in this country and is something we 
all ought to think about a great deal. 

Mr. Boron. There is no question, Mr. Kean, but what health plans 
as now designed leave a great deal to be desired both by the doctors, 
the hospitals, and by the owners of the plans. But I think you wiil 
agree with me that the members of the profession, partly because of 
their constant contact with the tremendous cost of their own medica} 
profession and because of the operating costs of hospitals today, as 
well as the pressure, perhaps, from groups who would subject them 
to a system of medical treatment with which they are not in favor, 
are working very hard as individuals and as a group to come up with 
some answer along the insurance line. 

Mr. Mirts. Mr. Bolton, you have made a very fine statement. I 
followed it with great interest. 

Mr. mene Thank you. 

Mr. Mitts. I did not hear you say anything about the probable cost 
in revenue or the saving to the taxpayers. Have you made any esti- 
mate with regard to the revenue cost to the Government ? 

Mr. Bouton. No, Mr. Mills. And Iam very frank to admit. at least 
from the very few figures which I have seen, it would be a terrific job to 
make even a decent estimate of what such a suggestion would cost. 
I did get a list of the total number of taxpavers in each bracket and 
the total number of taxpayers who itemized their expenses and. of 
that itemization, how much was medical expenses. I meant to bring 
it with me this morning, but I inadvertently left it in the office. 

I find on the basis of those figures it is an exceedingly difficult thing 
to make any estimate or any decent estimate as to what such a plan 
would cost. The figure I used of the amount that is spent on medical 
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and dental items over a year, I believe, if my memory serves me cor- 
rectly, came from the professions themselves, from their national or- 
ganizations. But even that figure is one which I certainly cannot 
guarantee myself because, frankly, I have never been able to get 
figures to go into it deeply enough. 

Mr. Kean (presiding). If there are no further questions, thank you, 
Mr. Bolton. 

Mr. Bouron. Thank you very much. 

Mr. Jenkins. Mr. Reed left with me a statement by Congressman 
Dague which he wanted inserted in the record immediately following 
the testimony by Congressman Bolton. 

(The matter above referred to is as follows:) 


STATEMENT SUBMITTED BY Hon. Pau B. DAGUE, OF PENNSYLVANIA, ON H. R. 2243 


The Committee on Ways and Means is to be commended for undertaking a 
comprehensive study of our tax Jaws with the view of recodification and the 
correction of inequities which are the natural accumulation of the piecemeal 
method of enactment that has been in vogue for so many years. 

The graduated income tax is unquestionably the fairest method that can be 
devised since it apportions the levy in accordance with the individual's earnings. 
It must be observed, however, that in the matter of exemptions and deductions the 
increased cost of living has produced inequities which did not obtain when such 
provisions were originally adopted. 

Of particular concern to most of us is the matter of deductions for medical and 
dental expenses which my bill, H. R. 2243, seeks to correct. The Congress has, in 
my opinion, wisely resisted demands for legislation providing for various forms 
of compulsory health insurance, to be paid for in part at least, out of the Public 
Treasury, in the obvious conclusion that such plans are cut from the whole cloth 
of socialized medicine. As an alternative, however, inducements must be devised 
which will persuade our people to participate in private health insurance plans 
and I feel very strongly that the privilege of deducting such premiums payments 
from taxable income, as provided in H. R. 2243 and similar measures, will 
encourage wider subscription to prepaid hospital and medical insurance. 

The present allowance of medical and dental payments in excess of 5 percent of 
income gives limited relief where such expenses are high. It seems to me, how- 
ever, that simple justice dictates that if we can defend the present method of 
allowable deductions we can with even greater logic justify crediting every dollar 
of such expense against our tax bills. 

The health of our people, next to their spiritual vitality, must always be our 
principal concern. With that in mind we must encourage them to engage the best 
of medical care and at the same time keep our entire health program free of those 
socialistic trappings which are the hallmarks of state medicine. I believe that 
H. R. 2243 will strengthen such a program and I urge its favorable consideration 
by your committee. 


Mr. Kean (presiding). The next witness is Dr. David B. Allman, 
trustee, American Medical Association. 


STATEMENT OF DR. DAVID B. ALLMAN, TRUSTEE, AMERICAN 
MEDICAL ASSOCIATION, ACCOMPANIED BY C. JOSEPH STETHER, 
SECRETARY, COMMITTEE ON LEGISLATION, AMERICAN MEDICAL 
ASSOCIATION 


Dr. Aruman. I am Dr. David B. Allman, of Atlantic City, N. J., 
where I am engaged in the active practice of medicine. 

Mr. Kean. Dr. Allman, are you just representing yourself, or are 
you representing the association ? 

Dr. AtumAN. I am a member of the board of trustees of the Ameri- 
can Medical Association, and I am appearing here today as a repre- 
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sentative of that association relative to the deduction of medical 
expenses for income-tax purposes. 

The committee on legislation of the American Medical Association 
has considered a number of bills introduced during the 81st, 82d, and 
83d Congresses which are designed, in general, to authorize the deduc 
tion of all or a larger percentage of medical expenses from gross in 
come for income-tax purposes. The effect of this legislation would 
be to reduce or remove the limitations on such deductions imposed by 
existinglaw. Certain of these bills would also redefine the term “medi- 
cal expenses” to include amounts paid as premiums for prepayment 
health insurance. 

The principle involved in all of these measures has been actively 
approved by the committee on legislation and by the board of trustees 
of the American Medical Association. Although no attempt has been 
made to work out the details of the formula to be applied, we are of 
the opinion that a greater measure of relief should be provided in this 
way for those individuals who have suffered from the financial burden 
resulting from the expense of a serious long-term illness. 

Although, as previously stated, the association is on record as sup 
porting legislation of this type, it might be well to discuss certain 
misconceptions concerning the present cost of medical care. Taken 
as a whole, medical costs are not out of line with other normal living 
expenses. Statistics presented by the United States Department of 
Labor for the third quarter of 1952 reveal that living costs have in 
creased 90.8 percent since 1935-389, while medical costs have increased 
only 65.5 percent in the same period. 

In addition, it should be noted that recent surveys indicate that 
only 3 percent of American families have medical bills over $200 and 
that 80 percent have no medical debts of any kind. Despite this fact, 
it is realized that a serious long-term illness can be a financial catas- 
trophe to almost any family. ‘Thus, for some time several insurance 
companies have been experimenting in a relatively new form of insur- 
ance called, among other titles, “medical disaster” or “catastrophic” 
coverage. A few of the agencies established by medical associations 
are also underwriting this newer version of protection. Its purpose 
is to provide sound protection in those instances requiring long-term 
or high-cost treatment. These ventures are being undertaken with 
the knowledge and full support of the medical profession. 

The provisions of the bills pending before this committee which 
are designed to permit deductions from gross income for the cost. of 
prepayment health insurance should act as an inducement for people 
to join medical and hospitalization plans. Although the growth of 
voluntary health insurance is unparalleled in comparison with other 
advances recorded in the recent history of insurance, there are still 
segments of the population that are not covered. Despite the fact 
that 90 million Americans have some form of protection, both physi- 
cians and underwriters are reviewing the basic standards of insurance 
to seek ways and means of improving this coverage. 

We believe that the enactment of legislation of this type will further 
encourage the improvement of existing plans, will extend coverage, 
and help to eliminate or reduce the financial burdens which do exist 
as a result of illness. It will also encourage people to look after their 
own health rather than turn to the Government for assistance. We 
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are sincerely convinced that our present nongovernmental system of 
medicine not only provides the best care but that it is also the most 
economical. Weare, therefore, in accord with any legislation designed 
to help preserve that system 

Mr. Kran. Does that complete your statement ? 

Dr. AurMAN. That does, sir. 

Mr. Kean. I understand from your statement that you are very 
much in favor of what I was discussing with Representative Bolton, 
an exemption being allowed to any taxpayer for some type of payment 
for health insurance. 

Dr. ArpMan. Yes, sir: we are in favor of that. 

Mr. Kean. As far as the rest of the suggestions are concerned, that 
all medical expenses can be deducted, do you back that, too? 

Dr. Attman. We have no special formula for it. We do not know 
just what the answer is, but we are in favor of some additional relief 
being granted; yes, sir, particularly for catastrophic illnesses. 

Mr. Kran. Some additional relief ? 

Dr. ArpmMANn. Yes, sir. 

Mr. Kran. If we went as far as provided in the bills we talked 
about before, I have a feeling that the loss to the Treasury would be 
very large. 

Dr. Atuman. That may be, sir. 

Mr. Kran. Has not Canada reduced the percentage—the 5 percent 
or whatever percentage it was—have not they reduced that lately ? 
I understood they had. But do you believe a reduction of the 5 per- 
cent to 3 — ent might help a great many people without giving too 
much of a bonanza to certain people and also without injuring the 
Treasury of the United States, which we have to think about today 

a great deal ? 

Dr. Atuman. We believe that statement is correct, sir. 

Mr. Curtis of Nebraska. Dector, I am in accord with the general 
proposition that you have stated here. I think in drafting legisla- 
tion there are a few things we have to take into account, however. 
For instance, it might not be in the interest either of the Treasury or 
the health of the people to allow a deduction from gross income all 
expenditures made in the name of health. fam thinking of a situation 
that we certainly should not encourage—advertised medicines, adver- 
tised vitamins, and everything else that is sold and taken without the 
direction of a physician, where the advertisers might say “Buy this, 
be well, and lower your income taxes.” That conceivably could very 
materially hurt the tax program and also would not necessarily be in 
the interest of health. Is that correct ? 

Dr. Atuman. That is correct. And we feel, of course, safeguards 
should be put around whatever legislation is developed. We agree 

entirely with your suggestion. 

Mr. Curtis of Nebraska. In other words, it is in the interest of 
the Treasury and everybody else that we eliminate the frivolous and 
irresponsible things that might broaden the commercializing of the 
subject of health. Do you agree with that ? 

Dr. Atpman. We agree with that entirely. 

Mr. Knox. I would like to ask a few questions. First I will ask, 
Doctor, if you will turn to the second page of your statement, the 
second paragraph, where you say, “In addition, it should be noted 
that recent surveys indicate that only 3 percent of American families 
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have medical bills over $200 and that 80 percent have no medical 
debts of any kind.” I would like to have you interpret just what 
you mean by medical debts. Is that something that is owing or some 
obligation they have incurred and paid? 

Dr. ALLMAN. You mean is that something that is owing or an obli- 
gation incurred that is not paid? 

Mr. Knox. That has been paid. 

Dr. Auman. No; it is just owing. 

Mr. Kwox. It is just owing? 

Dr. AttMaNn. That is correct. 

Mr. Knox. In other words, you mean people have paid up their 
medical debts to a very great extent ? 

Dr. ALLMAN. That is correct. 

Mr. Knox. I just wondered if you meant the 80 percent had no 
medical debts whatever that they had incurred. 

Dr. AttMaN. No medical debts. 

Mr. Curtis of Missouri. I was going to ask the same question Mr. 
Knox has asked. I was also interested in the statement that 3 percent 
of the American families have medical bills of over $200. How did 
you compute those figures, or do you have the work sheets on that ? 

Dr. ALLMAN. This isa study conducted by the U niversity of Michi- 
gan. While I do not have that with me, I suppose it is available, and 
we can furnish it for you. 

Mr. Curtis of Missouri. Personally, I would like to have the benefit 
of that study. 

Mr. Chairman, I would like to request, if there is a copy of that, that 
it might be made available to the committee. 

Dr. Attman. That is not our study; as I said, that is a study made 
by the University of Michigan. I will ask our Mr. Stether to supply 
us with the desired number of copies, if they are obtainable. 

Mr. Kean (presiding). You will make them available? 

Dr. AttMAN, Yes. 

Mr. Curtis of Missouri. I wonder if I might inquire, How much of 
a study isthat? Of course, this is just one aspect of it that I imagine 
you have taken from it. 

Dr. ALLMAN. I will ask Mr. Stether to answer that. 

Mr. Kran. Will you identify yourself for the record ? 

Mr. Sterner. My name is C. Joseph Stether. I am secretary of 
the committee on legislation of the American Medical Association. 

This study by the University of Michigan does cover quite a large 
area. I think it would be quite possible, however, for us to extract 
the information pertinent to your inquiry and furnish it to this 
committee. 

Mr. Curtis of Missouri. That is the only aspect I was interested 
in—in other words, anything that would pertain to this legislation 
that we have under consideration. 

Mr. Srerner. I might add that as you study this in executive ses- 
sion, you may be interested in other statistics regarding the overall 
medical cost, and I would be happy to furnish anything you desire 
in that regard. 

Mr. Kran. I hope, rather than sending the information to the clerk 
of the committee, where in the past sometimes it has gotten buried, 
you will send a copy to every member of the committee, if you do not 
mind. 

87746—53—pt. 1——7 





86 GENERAL REVENUE REVISION 


Mr. Sretuer. Certainly. 

Mr. Kran. As long as you are making an abstract, you can make 25 
carbon copies and send 1 to each of us. 

Mr. Sreruer. Yes, sir. 

Mr. Kean. If there are no further questions, thank you, Dr. Allman. 

Dr. Arrman. Thank you, sir. 

Mr. Kean (presiding). The next witness is Miss Pauline E. 
Mandigo. 

Will you identify yourself, please, and inform the committee what 
organization you are representing ? 


STATEMENT OF PAULINE E. MANDIGO, PUBLIC RELATIONS 
COUNSEL, GENERAL FEDERATION OF WOMEN’S CLUBS 


Miss Manpico. Mr. Chairman, I am public relations counsel for the 
General Federation of Women’s Clubs, and I represent them in pre- 
senting this to you this morning. 

Mr. Kran. Give your name, please. 

Miss Manpigo. Pauline E. Mandigo, 49 West 44th Street, New 
York City. 

Mr. Kean. You may proceed. 

Miss Manpico. The General Federation of Women’s Clubs, repre- 
senting 5.500.000 members in the United States, with a voting mem 
bership of 850,000, adopted the following resolution in May 1952, at its 
annual convention held in Minneapolis, Minn. : 

Resolved, That the General Federation of Women’s Clubs in convention 
assembled, May 1952, records itself as supporting the principle of increased tax 
exemption for the expense of medical care. 

This resolution was adopted for the period 1952-55, as all resolutions 
are reviewed at the expiration of a 3-year period. 

In —- lanation of the statement, I would like to say that one of the 

ieavy burdens that fall on people in almost all parts of the country, 

the cost of medical care. It is not merely a financial worry, great 
as s that is. Good medical care must be available in emergencies at an 
unpredictable time, when it is desperately needed. Good medical care 
is needed also for health protection and prevention of sickness. These 
needs touch the health and even life itself in millions of American 
homes each year, where the cash to pay is not at all easy to come by. 
Often medical care is not sought in time, because money for the doctor 
cannot be spared unless and until the need is urgent and desperate. 

In England, tax supported medical care is a heavy burden on the 
fiscal system, yet even the Conservative Party supports the program. 
The reason is not far to seek. Medical care in England had sky- 
rocketed out of the reach of the little people, under the he ‘avy drain 
which British taxes had placed on expendable incomes. 

The British failed to use, in time to prevent a social explosion, the 
safety valve of income-tax relief for those for whom any medical care 
was an intolerable financial burden, unless tax relief, was granted. 

Here we have already recognized the need for such a safety valve 
in our tax structure, to ease up the head of pressure for tax-supported 
medical care. Those over 65 have it Everyone has it for certain 
large expenses. The difficulty is that what Congress has already done 


recognizes the need, but denies relief where it 1s most sorely needed. 
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The American people should have tax relief as to the n dical costs 
necessary to preserve health. Such relief should not continue to be 
limited, as to them, to extraordinary and catastrophic medical care, 
or be available oniy when they grow aged. 

In March 1952, while on a business trip by motor from Washington 
to Charleston, S. C., 1 qu stioned a number of persons on tly ubject 
and received the following opinions, picked up at random: 

Waitress, Howard Johnson Restaurant on Jersey Turnpike: 

If we had that I wou!d feel I could send my mother to the hospital. She is 
miserable, but no one in the family has any spare cash for an operation for her 

Gas attendant, Delaware: 

The only people that get a break now are the severely wounded veterans. I’m 
a veteran, and my wife is sick, but I’ve had to put off treatment for her because 
I’m paying for our house and a car to bring me to work. 

Retired businessman, Myrtle Beach, 5S. C.: 

It doesn’t make a bit of difference to me. I had to go to Charleston for an 
operation in December, and as I’m over 68 I paid the doctor instead of my income 
tax. 

Hotel guest, New Berne, N. C.: 

I think all medical and dental expenses should be exempt. 

Farmer near Townsend, Del.: 

When a farmer is sick, his income goes way down. Has to hire extra help if 
he can get it, earns less for some months to come; he can’t pay taxes and the 
doctor, too. But the farmer doesn’t want free medicine. Just a break, so he 
ean meet his obligations. 

Restaurant owner, near Georgetown, S. C.: 

People in business for themselves have a bad times nowadays. The taxes 
take all the surplus they should have for a lean year, and then if there are 
expenses for a real illness, it often means you have to let the business go. 

Bellboy at Allemac, Va.: 

Lady, I have to keep well, have to support my mother, get an education, and 
if I were to be sick, we'd have to go on relief. We couldn’t pay the rent, let 
alone a doctor. 

Bus driver, Maryland: 

Anything that will get taxes down, I’m for it. My mother is going blind, but 
I have no money for a cataract operation, by the time I get the bills and taxes 
paid, and with prices so high. My wife used to feed 4 of us on $15 a week. Now 
she can’t manage on $30, and she’s good, too. All of us fellows are in the same 
boat, we'd all be for paying the doctor instead of the Government. Seems 
like we can’t manage both. 

I believe that if the Ways and Means Committee of the House would 
see fit to greatly increase the present tax exemption for medical care, 
it would be a decided help to the American people, and would be in 
line with the policy already established, allowing each person to be 
responsible for his or her own care without resort to socialized medi- 
cine. 

(At this point Mr. Reed assumed the chair. ) 

The Cuatrman. I want to congratulate you. I am sorry I missed 
the first page of your statement, but I have read it. It is an excellent 
statement and carries great weight, coming from the General Federa- 
tion of Women’s Clubs of New York State. 

If there are no questions, thank you. 
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The next witness is Mr. Norman Modell, Eastern Paralyzed Vet- 
erans Association, New York City. 

Mr. Modell, we are very glad to have you with us. If you will just. 
give your name and the « capacity in which you appear for the record, 
we will be very glad to hear you. 


STATEMENT OF NORMAN MODELL ON BEHALF OF THE EASTERN 
PARALYZED VETERANS ASSOCIATION, NEW YORK CITY 


Mr. Mopetu. My name is Norman Modell. I represent the Para- 
lyzed Veterans of America. I also represent the Joint Legislative 
Committee for the Physically Handicapped, which consists of a group 
of several organizations in the East. 

Mr. Chairman and gentlemen of the committee, I very much ap- 
preciate the opportunity of being here, and I have come a long way 
to have this opportunity. 

I am here to plead personally not only for myself but for the ma:y 
Americans who are physically handicapped. I am here to urge that 

tax legislation be rec ommended to the floor of Congress which | recog- 

nizes the fact that the disabled individual must spend money in order 
to earn money. Of every dollar he earns a great portion is spent in 
providing himself with the means of locomotion, special living quar- 
ters, and simple services that the physically normal individual can 
accomplish himself. 

Since I come here as a representative of the Paralyzed Veterans of 
America, I'd like to present a graphic picture of the way in which we 
who are paralyzed manage to survive in this competitive society. 

Most of us get around in wheelchairs—expensive, delicate instru- 
ments. Since “they are collapsible, we are able to transfer to our 
automobiles and haul our chairs in after us. Our cars are equipped 
with levers which control the gas and brakes by hand. Without these 
essential aids to locomotion, we would be housebound invalids, de- 
pendent either upon relatives or public welfare, parasitic drags upon 
the Nation’s economy. With these substitutes for legs, we get around 
quite well. We are able to perform as good a job in many fields as 
the physically normal individual. We are an asset to the Nation, 
an important addition to our country’s manpower pool. 

We have other extraordinary expenses. Housing is particularly 
costly. For example, I live in New York City. My income doesn’t 
warrant living in a hotel. But ina hotel is where I am forced to live. 
If I didn’t, I wouldn’t be able to keep my job. Only one obstacle 
prevents my renting cheaper quarters—a hurdle as big as a mountain 
to me, but one which would not give you, or other normal individuals, 
the slightest pause. I refer to steps. A curb, gentlemen, represents 
an insurmountable barrier without assistance. My friends who live 
in rural areas must construct special ramps approaching the entrances 
to their dwellings. 

Then, have you ever stopped to think of how a man on crutches, 
or in a wheelchair, makes his bed? How does he clean his house, 
sweep the floors, wash the windows? Can he press his trousers or 
launder his clothes? Can he accomplish the odd plumbing or repair 
jobs required around the house? Wash his car? Or even do his 
marketing? The answer is, for the most part, he does not do these 
things. He has to hire these services done for him. 
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Then, too, if he wears braces, he has an unusual wear and tear on 
his clothing. He must pay for the repair and replacement of braces, 
artificial limbs, crutches, and so forth. 

Gentlemen, I have done a great deal of thinking on this subject. So, 
too, has a group of disabled people, both veteran and civilian, in the 
New York area, who call themselves the Joint Legislative Committee 
for the Physically Handicapped. We understand, from personal 
conversations with individual members of the Ways and Means Com- 
mittee, the problems you face in ccnsidering this type of legislation. 
We feel that you are with us. You want to draft a bill which will take 
our special problems into consideration, and yet which will not permit 
persons who do not have the need of special tax exemptions to take 
unfair advantage of tax-relief legislation for the disabled. 

Therefore, it is our considered opinion that tax relief to the disabled 
should be accomplished by means of deductions for extraordinary 
living and transportation expenses incurred as the result of a physical 
disability. These deductions should be confined to the severely dis- 
abled who are unable to use public means of transportation, who must 
rent or construct special quarters, and who must hire services they 
cannot perform themselves. Such deductions are properly medical 
deductions since they are incurred in the alleviation of a physical 
defect or illness. It is further believed that the 5-percent rule covering 
medical deductions should be waived in the case of the disabled tax- 
payer, because these expenses are recurring. ‘The 5-percent limitation 
should continue to apply to medical expenses not resulting from his 
disability, these would be the same expenses that the ‘physically 
normal person would incur. 

It is our belief that permitting the disabled to list their extraordi- 
nary expenses as medical deductions would encompass the entire cate- 
gory of “physically handicapped,” a term which is all-inclusive and 
not open to ready definition. Such deductions would help to balance 
the odds against the severely disabled, would permit the less seriously 
handicapped to make minor deductions, and could not possibly be 
interpreted as a measure to give relief to people who do not need it. 
Legislation which gives extra exemptions to the disabled would either 
require a very specific definition of the term “physically handicapped” 
or provide tax relief to individuals who do not incur extraordinary 
expenses as the result of their disability. 

The people of this great country should be proud of the accom- 
plishments of medical science in the ‘rehabilitation of the handicapped. 
However, it is not enough to teach a man to walk by artificial means, 
or to retrain him in a new and more suitable vocation. He must as 
well be given the legislative assistance necessary to enable him to 
get to work and to stay on the job. Any failure to regard his prob- 
lem in a special category would not only be unjust but would brand 
our Government’s thinking as obsolete. We can no longer regard 
the disabled as charity problems, strictly of local concern. It would 
be not only wiser, but ilies much cheaper, to give them the help they 
need to go it on their own 

The Cuamrman. Does that conclude your statement, Mr. Modell ? 

Mr. Mope.y. Yes. 

The Cuarrman. I want to congratulate you on a very effective state- 
ment, Mr. Modell. I have been very much interested in rehabilitation 
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legislation now for almost 35 years. What you tell us is a challenge 
to all of us who have complete physical health. 

Thank you very much. 

Mr. Mopenr. Mr. Chairman, may I add one other thought ? 

The Cuarrman. Certainly. 

Mr. Move. I refer to the fact that the term “physically handi- 
capped” is very difficult to define, as you well know. Those who 
have worked on that realize it, and it is perhaps the major reason 
why it has been difficult to approve any such legislation. We have 
done a great deal of thinking on that subject, and have come to the 
conclusion, after ts aa ng to such outstanding doctors as Howard Rush, 
who is a famous rehabilitation expert, and Dr. Henry H. Kessler, of 
Newark, N. J., mech is also quite famous, that it is just about impossible 
to get a definition of “physically handicapped.” 

The definition that Dr. Kessler gave us, I would like to read to you 
as perhaps the best possible definition, and one which we think covers 
it in very good terms. It might be of some help to the committee if 
you had this definition in the record, in the event you care to use it. 

The Ciuatrman. We would be very glad to have you read it, and 
submit it for the record. 

Mr. Moprtu. This is from Dr. Henry H. Kessler, M. D., Ph. D., 53 
Lincoln Park, New Jersey 2, N. J., and he submits this definition: 

A physically handicapped individual is one who has a physical defect which 
is either stationary or progressive, obvious or hidden, sufficient to cause partial 
or total inability to meet the vocational, social, and personal responsibilities of 
family and community life. A person shall also be considered to be physically 
handicapped if he has a physical defect, not limiting work capacity, but never- 
theless evoking an unfavorable social attitude because of the presence of this 
defect. 

The Cuarrman. Thank you very much. Mr. Kean has a question. 

Mr. Kean. Mr. Modell, I am very much in sympathy with the 
problem you present, and I feel that we ought to be able to do some- 
thing to help people who are in the situation you point out, but as 
you realize, the question is very difficult to define, and if we grant 
exemptions because of social burdens, as may be suggested with refer- 
ence to allowing deductions, I am afraid that it would result in a 
tremendous amount of abuse. 

For instance, take some people living in New York, when they 
reach the age, in their sixties, they are not quite as strong as they 
used to be, and they may work down in the Wall Street area, and 
in riding the subways, quite often they are jostled around, and they 
feel that they ought to take some other means of transportation, and 
under some of the description mentioned here they may want an auto- 
mobile with a driver. To a certain extent everybody over 65 years of 
age has some physical handicap; not to any great degree, but they 
have some handicap, but it would seem to me that the only proper 
answer is a definition of those who might be entitled to a deduction. 
T believe a bill has been introduced which would say that people who 
cannot use the normal means of transportation, such as buses, street- 
cars, and that sort of thing, would be entitled to exemption. Do you 
not think there is a lot of room for abuse in that? 

Mr. Mopety. Mr. Kean, I feel, I am sure, that a law could be rather 
thoroughly and carefully drawn. I do not think that a person who 
has no deformity of some kind would be able to get an approval. 
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Mr. Kean. You do have to remember this, that that would be true 
with the older man, whose income was $25,000, who has a return that 
would be examined, but you have got to remember that the great 
majority of people in this country do not have their returns examined. 
They are only spot-checked. I am afraid there would be some difli- 
culty. We will have to work out something. 

The CuatrMan. Thank you very much for your statement. 

Mr. Curtis of Nebraska. Mr, Chairman. 

The Cuarrman. Mr. Curtis will inquire. 

Mr. Curtis of Nebraska. I think you have made a very fine pres- 
entation here, Mr. Modell. I might point out that deductions for 
health insurance and hospital insurance and that sort of thing, fine 
as it is, does not reach the problem you are talking about here at 
all, does it ¢ 

Mr. Mopetz. No. 

Mr. Curtis of Nebraska. In speaking of a definition of “handi- 

‘apped,” we would have to refer to disability other than what every- 
one experiences as they advance in age. 

Mr. Moprtz. Yes; I agree with you. I am thinking particularly 
of orthopedic illnesses, which is the most difficult to overcome in the 
way of transportation. 

Mr. Curtis of Nebraska. Yes. 

Mr. Mover. Not such things as heart diseases. 

Mr. Curtis of Nebraska. All of these aspects you refer to could 
be classified as business expenses, because they are expenses absolutely 
necessary in getting to and from work. 

Mr. Movety. Yes; they should be. 

Mr. Curtis of Nebraska. But they are not allowed. 

Mr. Mopetx. No. I wrote a letter to the Bureau of Internal Revenue 
and I got a very beautiful evasive answer from them; but at the same 
time I cannot deduct from my income what I pay in the way of 
repairs, $75 repairs to a chair, and it may cost $1,200 or $1,500 a year 
to operate an automobile, to get the means to do it, but in order to 
get to work. I consider that just as important as the businessman’s 
truck in his business. But under the present law it cannot be classified 
as a business deduction. I think it could be. 

Mr. Curtis of Nebraska. I mean, if the Congress took this up, it 
would be necessary to confine it to the theory of health deductions 
that are hard business deductions. 

Mr. Mopetx. Yes; I think that is a good thought. 

The Cuatrman. Thank you very much, Mr. Modell. 

Mr. Mopetzi. Thank you. 

(The following supplementary material was later received from 
Mr. Modell :) 

PARALYZED VETERANS OF AMERICA, 
New York 16, N. Y., July 8, 1958. 
Mr. Tuomas A, MARTIN, 


Assistant Clerk, Committee on Ways and Means, 
House of Representatives, Washington, D. C. 


Dear Mr. MARTIN: As the result of my appearance before the Committee on 
Ways and Means on June 17, 1953, when I appeared as a witness and spoke on 
the subject of deductions for the physically handicapped, my committee has pre- 
pared a bill, which is submitted herewith for your consideration. 

We have attempted to be practical. We have limited deductions to the 
severely disabled, who at the present suffer cruel deprivations of the necessities 
of life by reason of their extraordinary expenses in living and in transportation. 





92 GENERAL REVENUE REVISION 


Our objective is not humanitarian but economic, and closely ties in with the 
Federal program of rehabilitation of the physically handicapped. We believe 
that the revenues cut from the Federal income by the proposed bill will be 
equalized by: 

(a) Revenues gained by the employment of severely disabled individuals, who 
otherwise would remain unemployed ; 

(b) Incorporation of unemployed disabled individuals into the Nation’s man- 
power pool; and 

(c) Elimination of employable disabled individuals from local relief rosters. 

To support this argument, the following quotation from the Operations Manual, 
New York State Division of Vocational Rehabilitation, is presented : 

“For every dollar spent on him, the rehabilitant may be expected to pay $10 
in Federal income taxes during the remainder of his anticipated period of 
employment (based on 1948 fiscal year). The rehabilitation program was carried 
on at a total cost of $24,568,814, of which the Federal Government paid $17,706,- 
8438. But the rehabilitants during the same year paid an estimated $5 million 
in income taxes for their first year of employment. To this must be added the 
numerous other and hidden taxes paid annually in addition to State income taxes 
and other State taxes.” 

A great proportion of the rehabilitants referred to in this quotation, of course, 
would not be eligible for deductions under the provisions of the proposed bill 
because their disability is not severe enough to come within the limitations of 
the definition contained in the bll. However, the quotation gives an idea of the 
revenues to be expected from the employment of individuals presently not 
employed. 

Another quotation from the same source is as follows: 

“For the community and society as a whole, nothing is so costly as an idle 
person who might be rehabilitated for gainful employment. Considering that on 
a national basis there are at least 1,500,000 disabled persons with employment 
handicaps and that this number is annually angmented by about one-quarter mil- 
lion, it is obvious that the total cost of their care and maintenance and that 
of their families and the loss of their services to society would be staggering.” 

No figures are available which show how many of the 1,500,000 disabled persons 
with employment handicaps are so severely handicapped that they cannot use 
public means of transportation. Only a small percentage of this group would 
be eligible for tax deductions under the provisions of the proposed bill. The 
point is that if the cost to the Nation to support these individuals is staggering, 
the savings to the Nation by employing the disabled would be equally staggering. 
All obstacles in the way of employing these useful human beings should be 
removed. An important obstacle blocking such employment is their extraordi- 
nary costs of living. If deductions of these costs from their income tax makes it 
economically feasible for them to accept employment, the proposed bill would 
add resources to this Nation at a time during which we have no right to spurn 
the slightest augmentation to our defense manpower pool. It should be further 
pointed out that no publicity exhorting industry to employ the handicapped can 
be effective so long as the expenses of the disabled individual are greater than 
his income after taxes. Without help to pay for his extraordinary expenses— 
the clothes torn by artificial aids to locomotion, the services he must hire, the 
special quarters in which he must live, the cost of acquiring such means of 
transportation as he needs to substitute for legs—he is forced to remain house- 
bound, dependent upon relatives, charity, or welfare, and fails to contribute to 
the society in which he lives. 

The Federal Government in conjunction with the States now gives aid to 
permanently and totally disabled people. According to figures of the Govern- 
ment, in April 1953, 35 States, plus Hawaii, the Virgin Islands, Puerto Rico, 
and the District of Columbia, were dispensing such aid, and a total of 170,152 
individuals were receiving assistance. In order to be eligible for such relief, 
these individuals, according to the law, had to “show clearly through medical 
and other evidence that the individual’s impairment does, in fact, render him 
incapable of performing any substantially gainful activity.” It is our conten- 
tion that a certain proportion of these publicly assisted individuals would be 
able to accept employment were their tax burden reduced and thus not only 
save the Government money by reducing the Federal bill for aid to the perma- 
nently and totally disabled but also add to the Federal income by the amount 
of taxes they would pay as the result of employment. 

The definition of a disabled individual as contained in the proposed bill was 
developed in consultation with Dr. Samuel Sverdlik, chief of the department of 
rehabilitation, St. Vincent’s Hospital, New York City. ‘Lesions of the central 
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nervous and musculo-skeletal systems” is the best way to include all diseases 
and injuries which affect the individual's ability to walk. The definition encom- 
passes amputees and cerebral-palsy people as well as victims of diseases like 
polio and multiple-selerosis and spinal-injury cases. Not all such individuals 
are capable of earning income, and not al! individuals in the category defined 
will be eligible for deductions, since, according to the provisions of the defini 
tion, they must not only be disabled in the manner described above but must as 
well be disabled to a degree severe enough to prevent use of public means of 
transportation. This severe definition will eliminate from eligibility a great 
many handicapped individuals who are able, even though with difficulty, to get 
around. Such individuals will not be relieved of their extraordinary expenses 
in living and to that extent will suffer a certain inequity, just as others disabled 
by diseases of the internal organs will face an inequity. However, it is not the 
intention of the proposed bill to provide a bonus to all disabled persons whose 
extraordinary expenses are present but not so overwhelming as to prevent their 
functioning as self-sufficient, employable individuals. Instead, the intention is 
to relieve the tax burden on the severely disabled whose ability to enjoy life, 
liberty, and the pursuit of happiness is impaired by placing them in the same 
tax category as the physically normal individual. 

Since the granting of extra exemptions to disabled individuals would provide 
tax relief in excess of the extraordinary expenses incurred by these persons, 
the proposed bill provides for deductions in accordance with their excessive 
costs of living. Even among the severely disabled, in many cases, deductions 
for extraordinary expenses will not amount to as much as one $600 exemption. 
In the case of individuals who operate an automobile extraordinary expenses 
will amount to much more than one $600 exemption. It should be pointed out 
that the permission to deduct extraordinary expenses will not encourage such 
expenses since the savings in taxes represents only a fraction of any expenditure 
made. 

At the suggestion of a member of the Committee on Ways and Means at the 
hearing on June 17, transportation expense was separated from other extraordi- 
nary expenses and treated as a business deduction instead of a medical deduc- 
tion. Also, in order to avoid any criticism of possible fraudulent reporting of 
disability, administrative procedures were incorporated into the proposed bill 
specifying medical certification of the disabled individual in a manner that will 


discourage application for eligibility by persons who fail to come under the 
provisions of the bill. 

We believe that the measures included in the enclosed bill are the best prac- 
tical solution to the problem at the present time. We trust that you will give 
them your support and help to expedite their enactment into law. 

Respectfully yours, 


NORMAN D. MOopeELL, 
Chairman, Legislative Committee, Paralyzed Veterans of America. 


SUBMITTED BY THE PARALYZED VETERANS OF AMERICA IN CONJUNCTION WITH THE 
Joint LEGISLATIVE COMMITTEE FOR THE PHYSICALLY HANDICAPPED 


A BILL To grant deductions of extraordinary living and transportation expenses to tax 
payers who are severely disabled 

Be it enacted by the Senate and House of Representatives of the United States 
of America in Congress assembled, That section 23 (x) of the Internal Revenue 
Code (relating to deduction of medical, dental, etc., expenses) is hereby amended 
by adding after paragraph (2) a new paragraph to read as follows: 

“(3) ExTRAORDINARY EXPENSES OF DISABLED INDIVIDUALS.—In the case of a dis- 
abled individual, extraordinary expenses paid during the taxable year for 
housing, for wear and tear on clothing caused by braces, crutches, artificial 
limbs or the manner of ambulation, and for services hired for the purpose of 
performing activities essential to living shall be deductible as medical expense ; 
and, in the case of extraordinary exuenses paid by a disabled individual, the 
following clause in section 28 (x) shall not apply: ‘to the extent that such 
expenses exceed 5 per centum of the adjusted gross income.’ 

“(A) For the purpose of this subsection the term ‘extraordinary expenses’ 
means expenses over and above that which would be incurred by a physically 
normal individual ; and 

“(i) in the case of housing, the term ‘extraordinary income’ is defined as 
expense incurred in the construction and maintenance of special devices to 
enable the disabled individual to gain access to the necessities of life, spe- 
cifically including ramps or lifts required for access to any part of the dis- 
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abled individual’s living quarters, or other construction essential to make 
the living quarters’ facilities accessible to the disabled individual; or, if the 
living quarters are rented, the term ‘extraordinary expense’ shall include 
that portion of the monthly rental in excess of one fifty-second of the dis- 
abled individual's adjusted gross income, provided that the rental of such 
quarters was effected for the purpose of accommodating the special require 
ments of the individual's physical disability. 

“(ii) in the case of wear and tear on clothing, the term ‘extraordinary 
expense’ means the cost of renewal, repair, or replacement of clothing worn 
or torn by the use of artificial aids to locomotion or by the manner of ambu- 
lation provided that such clothing wears out in a period of time less than its 
normal life expectancy In such case the extraordinary expense shall be the 
original cost of the item prorated in accordance with the unused portion of 
its normal life expectancy. For the purpose of this definition no clothing 
shall be considered to have a normal life expectancy of more than 5 years. 

“(iii) in the case of services hired for the purposes of conducting activi- 
ties essential to living the term ‘extraordinary expense’ means services 
which the disabled individual cannot perform himself without undue hard- 
ship or hazard. 

“(B) For the purpose of this section and section 2 below the term ‘disabled in- 
dividual’ means an individual who, as the result of disease or injury, whether 
congenital or acquired, suffers lesions of the central nervous system or musculo- 
skeletal system to a degree severe enough to prevent the use of a street car, 
bus, subway, train, or other similar public means of transportation without 
undue hardship or hazard. The deductions provided by this subparagraph shall 
not be allowed if the taxpayer is entitled, by reason of being blind at the close 
of his taxable year, to the exemption allowed by subparagraph 25 (b) (1) 
(C) (i). 

“(C) The determination of whether an individual is disabled under the pro- 
visions of this section shall be made at the close of the taxable year. A taxpayer 
claiming deductions as a disabled individual shall submit such proof of their 
allowance as the Commissioner, under regulations approved by the Secretary, 
may prescribe. These regulations shall include the following provisions: 

“(r) that proof of disability shall be certified by a physician authorized 
by any county medical society as qualified to treat disturbances of the cen- 
tral nervous or the musculo-skeletal systems; that the certifying physician 
shall specify the nature, cause, and physically limiting effects of the dis- 
ability, and shall in addition make an appraisal of the disabled individual’s 
ability to use a street car, bus, subway, train, or other similar public means 
of transportation. Such certification bv the physician shall, if proved fraudu- 
lent, be punishable by a fine of not more than $1,000 or not more than one 
year imprisonment, or both. 

“(1r) that proof of disability shall be submitted sixty (60) days in ad- 
vance of the first tax returns submitted by the disabled individual invoking 
the provisions of this section, and shall not be submitted again in subsequent 
years unless specifically required by the Commissioner. In the event that 
a change takes place which modifies the severity of the disability, or in the 
event that the disabled individual becomes capable of using public means of 
transportation, it shall be incumbent upon the taxpayer to notify the Com- 
missioner, failure to do so being punishable as fraud under the provisions 
of section 293 (b). 

“(trr) that the Commissioner, under regulations approved by the Secre- 
tary, shall maintain a permanent file of ‘proofs of disability’ checked to de- 
termine whether the disabled individual is eligible for deductions under the 
provisions of this section and section 2 below, and shall issue an eligibility 
number to the taxpayer for notation upon his tax returns.” 

Sec. 2. Section 23 (a) (1) (A) of the Internal Revenue Code is hereby 
amended by adding after paragraph (A) a new subparagraph to read as follows: 

“(xt) All the ordinary and necessary expenses paid or incurred during 
the taxable year in carrying on a trade or business shall include the trans- 
portation expenses of a disabled individual, as defined in section 23 (x) 
(3), whether the taxpayer is self-employed or earns income working in the 
services of an employer. For the purpose of this subsection ‘transportation 
expense’ means expenses incurred in the hiring or taxis or private vehicles, 
in the operation, maintenance, and depreciation of one (1) vehicle and 
of any special devices esSential to its operation by the disabled individual, 
and in the maintenance and depreciation of such artificial aids to locomotion 
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as wheelchairs, crutches, canes, braces, and artificial limbs. For the pur- 
pose of this subsection ‘trade or business’ means the business of providing 
the disabled individual with the means of locomotion necessary to engage- 
ment in remunerative and social activities and activities essential to living. 
Depreciation shall be reported under the provisions of section 25 (1). In 
the case of a disabled individual whose taxable income is reported as salary 
or wages, transportation expenses shall be reported as ‘net operating loss 
under the provisions of section 122.” 

The Cuairman. Our next witness is Mr. Robert F. Conklin, presi- 
dent, American Federation of Physically Handicapped. Mr. Conk- 
lin, we are very glad to have you here and we will be pleased to hear 
you. Will you give your name, and the capacity in which you appear 
to the reporter ¢ 


STATEMENT OF ROBERT F. CONKLIN, PRESIDENT, LODGE 94, 
AMERICAN FEDERATION OF PHYSICALLY HANDICAPPED 


Mr. Conxury. Mr. Chairman, my name is Robert F. Conklin. I 
am president of Lodge 94, American Federation of Phy sically Handi- 
capped. I live at 12404 Flack Street, Glenmont, Md. 

I am appearing in behalf of H. R. 1725 and H. R. 2701, to provide 
tax exemptions for certain handicapped, ana for those who support 
handicapped who cannot care for themselves. 

Mr. Chairman, adjustment to income taxation for certain handi- 
capped who cannot use ordinary methods of transportation, but must 
hire private cabs for going to and from their work, and, for those who 
support handicapped who cannot care for themselves is, I believe, a 
just and necessary measure, outlined in bills H. R. 1725 and H. R. 2701, 
which we hope your committee will recommend to the Congress. 

I had polio at the age of 17, while a high-school senior at East 
Hampton, N. Y. Since then, I have been either a student or employed 
in large cities, such as New York, Chicago, and Washington; in small 
towns, such as Long Branch, N. J., and Aberdeen, Md. 

At each location I was either a member of an organized handicapped 
group, or, closely associated with a number of handicapped indi- 
viduals. No matter where I was located, the problem of transporta- 
tion for us severely handicapped was difficult and expensive. 

In trying to catch the bus at the corner, my rate of walking speed is 
such that 1 or 2 buses might be on their way before I could arrive at 
the corner. The subways were particularly difficult, as there are as 
many as 50 steps to climb up, or down, and the time consumed is 
very great, as compared to that of the nonhandicapped. In addition, 
we often have to just stop and rest. My problem in this matter is com- 
paratively slight, as I am considered by my handicapped associates 
to be an able-bodied polio. 

Many handicapped have to depend entirely upon taxicabs for trans- 
portation, due to the nature of their handicap. This is necessary in 
order to secure door-to-door service, including lifting the person in 
and out of a wheelchair, or in other ways assisting him. As we all 
realize, this is an expensive way to have to travel, daily, to and from 
work. 5 

In many cases, the transportation costs amount to a considerable 
portion of a person’s take-home pay. In Washington, many taxi 
companies service several such handicapped, daily, on a regular sched- 
ule basis. When this is considered as a national problem, then, the 
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high cost of such transportation to the handicapped is obvious, and 
there is no way to escape it, if these handicapped are to have means 
of travel to and from work. 

As for the phases of these bills, dealing with tax exemption for 
those who support handicapped who cannot care for themselves, we 
believe that many persons now confined in public or private institu- 
tions could thus be brought into the homes of relatives, or friends, and, 
thus not only receive better care but relieve their families and the 
community of such expense, now incurred. 

We respectfully urge your committee to strongly support these 
measures, as a matter of common justice and good policy. 

Thank you. 

The Cyarrman. Thank you, Mr. Conklin. That is a very fine 
statement. Are there any questions? 

Mr. Kean. The bills you are talking about are the ones that would 
give $600 exemption ? 

Mr. Conxurn. Yes. 

Mr. Kean. And one carries the definition of transportation. 

Mr. Conxurn. Yes; I believe that is correct. 

The CyHarrman. Thank you very much for your statement. Mr. 
Conklin. Thank you. 

The CuarrmMan. Our next witness is Mr. Paul A. Strachan, presi- 
dent, American Federation of the Physically Handicapped. 


STATEMENT OF PAUL A. STRACHAN, NATIONAL PRESIDENT, 
AMERICAN FEDERATION OF THE PHYSICALLY HANDICAPPED 


Mr. Srracuan. Mr. Chairman, I am Paul A. Strachan, national 
president, American Federation of the Physically Handicapped. 
Among other disabilities, I am totally deaf. I respectfully ask request 
of the committee to make a statement, and to have the committee in- 
terrogate me through Miss Scott, secretary-treasurer of the organiza- 
tion. 

The Crarrman. That will be perfectly all right. Will you give the 
reporter your name for the record ? 

Miss Scorr. Mildred Scott, secretary-treasurer, of the American 
Federation of the Physically Handicapped. Mr. Strachan has a 
statement he wishes to make. 

The Cuatrrman. We will be very glad to hear you, Mr. Strachan 

Mr. Srracnan. I wish to informally discuss with the committee 
briefly these two bills, one by Mr. Dingell, of Michigan, and the other 
by Mr. Rhodes, of Pennsylvania, to grant a maximum of $600 tax ex- 
emption for some certain handicapped, and those who support handi- 
capped, and who cannot take care of themselves. 

I am sure the committee has a copy of those bills in front of them. 

In order to save the time of the committee, with your permission. 
I will simply submit for the record a copy of my formal statement. 

The Cuarrman. We will be very glad to have it. 

(The statement referred to follows :) 

Mr. Chairman, my name is Paul A. Strachan, president, American Federation 
of the Physically Handicapped. 

1. We respectfully point out that if such deductions as would be permitted 
under this bill are not allowed, many handicapped, now employed, would be 


unable to meet the increasing cost of living and the cost of special transporta- 
tion necessary because of their physical handicaps. These handicapped are, 
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for the most part, paid small salaries and wages. Yet, because of their severe 
disabilities, they are obliged to travel by individual taxi instead of regular bus, 
streetcar, or train. This may cost from $2 to $4, and even more, per day. Un- 
less they are permitted a tax deduction for this expense, they will be obliged 
to give up work entirely, go upon relief, and thus cause the Government loss in 
two different ways: one, loss of income taxes now being paid to the Government 
by these employed handicapped; and two, loss through increased relief appro- 
priations, should those handicapped now employed be forced to go on relief. 

2. There are many persons in moderate circumstances, financially, who are 
compelled to remain in nursing homes, hospitals, etc., for continuous and contin- 
ual treatment and care. They are not, under present laws, allowed a fair deduc 
tion in taxes, and this bill is an effort to abate, somewhat, the heavy drain upon 
such person’s financial resources. 

3. One of the saddest situations today is that of parents, relatives, or other's 
who are compelled to support children who are totally, or at least, severely 
handicapped. A case in point, known to me, is that of a young woman in her 
early thirties, whose husband is a disabled veteran of World War II, and the 
total income of the family is $3,800 per year. The couple have two small children, 
a girl 314 years old, and a boy, about a year and a half older. 

The girl is a victim of cerebral palsy and epilepsy. Her medical care in an 
institution costs not less than $250 per month. The young and distracted parents, 
having no means other than the husband's earnings and his small disability al- 
fjowance, are forced to follow the course of putting the girl into this institution ; 
letting her stay in a couple of months; then, taking her out until they can save 
up enough money to reenter her, and so on, ad infinitum. There are many such 
instances to my knowledge, and certainly the Federal Government does not wish 
to impose undue stress and tribulation upon these otherwise willing and hard- 
working, patriotic American citizens. 

4. There are cases where a single man or woman takes upon himself, or 
nerself, the support of a totally or severely disabled person—generally relatives. 
This single man or woman is not given tax allowance sufficient to meet the 
umounts expended for such assistance to these handicapped people. 

In conclusion, this bill is an effort to deal more equitably with the handicapped. 
It is essential that all citizens who can do any kind of work in this grave emer- 
gency be afforded opportunity for suitable employment. That, of course, in- 
cludes the physically handicapped. However, due to the high cost of the special 
transportation necessary because of their handicaps, as outlined above, they find 
employment uneconomic under existing laws. This bill will be the instrument 
which would rectify that inequity. 

Persons who support those who are so severely handicapped that they cannot 
care for themselves should also be afforded sufticient Federal tax exemption to 
ease their financial burden. 

Congress should immediately approve of this bill, not only as a means of fur- 
thering employment of handicapped, and affording some relief to parents and 
others who support helpless handicapped people, but as an economic and humani- 
tarian move to benefit the whole Nation, as well. 

Thank you. 


Mr. SrracHan. I would like to make a few comments, concerning 
certain phases of the proposed legislation. 

We in our federation have been long aware of your deep interest in 
this field, and we appreciate it, Mr. C “hairman, but for more than 12 
years our federation has urged the Congress to establish an overall 
program for handicapped, one that would be based on sound business 
principles, and would be dedicated to the proposition that if public 
moneys are to be spent in this field, that the first effective effort must 
be rehabilitation and not public assistance. 

In short, Mr. Chairman, if a job is not the end of rehabilitation, 
then rehabilitation fails. And, I point out that transportation to and 
from work is a part of the job itself, and when Sonllemmms d people 
are so crippled that they are unable to use trains, buses, streetcars, and 
the other ordinary methods of transportation, and it becomes necessary 
for them to make expenditures of $2 to $4, and even more, a day for 
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rtation, then we feel in common justice we should assist 


1 


DO 
ak ig U it kind of an offset 

Necessarily, I will not dwell upon individual cases, because you all 
know of such instances, where you see a wheelchair being lifted in and 

it of a car or a bus; and you have seen m: iny crippled people who are 

ible to mobilize the mselves. 

But, this proposition has another phase in it. Most of our people, 

nfortunate hy Vy, are people who make small salaries and wages, rela- 
vely s peakin g, and when their take-home pay has a bite into it of $2 
to Sta ‘day, it is a very serious proposition to them. And many of 

m h: ave told me th: it they have se en no signs of a decrease in the cost 
of living, and of course, we will always have taxes with us, and we 

ould pay taxes for the privilege of living in this great country, but 
it the same time we do want to be on an equality with those persons 
vho are not faced with the need to make these additional expenditures. 

[ therefore urge the committee to approve this very modest request 
for transportation exemption. 

I want to briefly comment on another phase of this bill; it has been 
studied for some 40 years, at more or less intervals, covering various 
phases of the handicapped field, and I feel that we can come before 
the committee as authors of some 6 or 7 laws, existing in the handi- 
‘apped field. 

In respect to . rents with children or adult handicapped relatives, 
we do feel that the committee might well consider the advisability of 
making saeedititi for persons who live in moderate circumstances, 
‘or the most part, and who have handicapped relatives or friends who 
are so severely crippled they cannot take care of themselves. 

I have covered many private and public institutions in my travels, 
Mr. Chairman, and of course you and I know and the members of the 
committee know that institutional care, however good it may be, has 
one grave defect: There is not the personal feeling toward the indi- 

iduals, and I maintain, and I feel that you will agree with me, that 
if we can find ways of putting these people in homes, that much good 
will come out of it. 

First, there will be the question of relief of the public and private 
agencies from expenditures on those people. 

Second, there will be the proposition of bringing them under the 
benefits of the home itself, and I do not need to talk to the members of 
the committee about that; or what home life means; it is a part of our 
American way of life. We in our Congress not only realize that, but 
we should expedite in every possible means the opportunity to bring 
about that condition. 

I therefore urge, certainly, that that phase of the bill be approved. 

Now, there is another matter on which I would like to comment, 
and that is the question of definition of the term “handicapped.” 
Several years ago we got together a group of industrialists, labor 
people, educators. counselors, placement officers, and others interested 
in this field, and we adopted a definition of physically handicapped, 
which we submitted to the, best legal talent we could find, for any 
objections th: e have that in another bill— 

and hence, it is our view sine that we would like to have applied in 
your consideration of the matter. When you speak of disabled, often 
the emphasis is put on the inability to do a job. We do not like the 
term maimed, or crippled, for the same reason. There is no stigma 
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to being physically handicapped, if it were incurred, if you please, 
without some foolish act or desire. I submit that even the most handi- 
apped, if, even though he cannot run as fast as the next fellow—he 
an get there if given the opportunity of a little more time. 

Very well, I “would like to submit this information for the com- 
mittee’s use, and to read from this definition: 


‘he term “physically handicapped” as used in this act, means a person who, 
on account of congenital defect or deformity, or injury or disease, or other 
physically or mentally handicapped, is substantially handicapped in obtaining 
or keeping employment, or in undertaking work on his or her own account of a 
kind which, apart from such deformity, injury, disease, or mental condition, 
would be suited to his or her age, experience, and qualification. 


Now, as to total disability : 


A person “totally disabled, unfeasible for rehabilitation,’ means any person 
who is physically or mentally incapacitated to the point where he is unable to 
do any kind of work or care for himself. 

Mr. Chairman, I believe that is a very simple and clear explanation, 
and may I say that it took us 10 years to get it adopte d by the group 
L referred to. I believe it is worthy of the committee’s consideration. 

[ have no further statement to present, unless the committee desires 
to ask me questions, which I will be glad to answer, to the best of my 
ability. 

The Carman. Thank you very much for your statement, Mr. 
Strachan. 

Mr. SvracHan. Thank you very much. 

Mr. Saptax. Mr. Chairman. 

The CuHairman. Mr. Sadlak has a question. 

Mr. Saptak. Will you tell the committee at what age you lost vour 
hearing, Mr. Strachan ¢ 

Mr. Srracnan. A great many years ago, Mr. Chairman. To be 
more specific, some 18 years ago I became totally deaf as the result of 
amebic dysentery, “shots” for which killed the auditory nerves. 

Mr. Sapiak. The reason I ask that question is that I thought Mr. 
Strachan spoke exceptionally well, and I wondered how he had that 
ability, without being able to hear. 

The Cuamman. Thank you very much for your statement, Mr. 
Strachan. 

Mr. Stracnan. May I make a special request, that the letter that 
I received this morning from Lois B. Lennox, of Economy, Ind., who 
is very severely handicapped, and who wished to give her views on 
this legislation, be made a part of the record ? 

The CHarrman. It will be included in the record. 

(The letter referred to follows:) 

Economy, IND., June 15, 1958. 
To House Ways and Means Committee, Washington, D. C.: 

Dear Sirs: To all of you on this committee I sincerely urge your full support 
of the bill, H. R. 4748, tax exemption for certain handicapped, being sponsored 
by AFPH, of which I am a member-at-large. 

I will cite my own story as one example of the need for this bill to be enacted 
into law. I had polio in 1916 which left me partially paralyzed from the neck 
down. I cannot walk alone, nor very far with help, and both hands and arms 
are affected, the right being almost useless; besides paralyzed muscles through- 
out my body, which with the addition of arthritis of the spine these last 5 years, 
make it necessary to wear a special back support. I type with a pencil grasped 
in both fists as I haven’t much use of my fingers, but have learned to do many 
things toward self-help. 
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I lived with my parents on a farm for many years—now they are both gone. 
Conditions arose which made it mandatory that I change my residence; it was 
either a nursing home, the county infirmary (both of which I resisted), or else 
earn my own living which I very much desired to do. Through the help of rela- 
tives and friends I was established in a little home of my own, with a mentally 
retarded woman to assist me. I was already a news correspondent, writing the 
community news for three newspapers, and sold a few greeting cards. Since 
moving into this small village I have gradually built up my business and now 
have a gift and card shop in one room of my home. I also am an insurance 
agent, maintaining a small agency, and do various jobs that come my way; some 
for pay, some for community service. I am very happy to have my own home and 
business; this way I feel I am of some use to the community and not a burden to 
others. I took my helper out of the county infirmary, thereby off of public funds; 
isn’t it much better for me to be supporting myself and her, than for us both 
to be in institutions at public expense? 

Now about income tax. I made my first income tax return in 1951 for the vear 
1950—no tax to pay. My income for 1951 figured more. I tried to claim my 
helper as a dependent, which she truly is, being dependent upon me for full sup- 
port and not claimed as a dependent by anyone else. She is not in the right 
category of relationship (she is second cousin to me), and the Federal officials 
would make no exception. I finally had to pay $42.42 income tax, plus $1.42 
interest, and $19.74 self-employment tax; a total of $63.58 which hit me pretty 
hard on my very limited income. 

My income for 1952 did not net as much as 1951. I paid $16.19 self-employment 
tax and $11.86 income tax, a total of $28.05. That is not much money to pay our 
Government for all the privileges we enjoy in this most wonderful country on 
earth but if one cannot quite make ends meet, it is that much taken from the 
necessities of life. I have none of the modern conveniences most people class as 
“necessary” to comfortable living, not even a kitchen sink. Last year my net 
income was $1,288 and living expenses $1,329, and going into “the red” even a 
little is not a healthy sign. If I had had that extra $600 exemption which every 
handicapped person deserves just as much as the blind, I would more nearly have 
broken even. I had more medical expense last year than usual, which helped 
to make the difference between breaking even and not. 

I have tried to pay some of my medical expense but some I have to get at In- 
diana University Medical Center paid for by the welfare department. This year 
{ am getting quite a lot of treatment there as I am unable to pay; that is the 
only assistance I am getting or can get in this State. But does not it seem 
silly to you that I, being unable to pay for medical treatment, have to pay income 
tax’? It does to me, and I know there are many other such cases. 

Another case I know who needs that extra $600 exemption is that of my 
brother whose wife is a bed-ridden invalid from multiple sclerosis. He is a 
farmer and far from being wealthy; he has cared for her these many years; at 
times it has been difficult for him to make ends meet since nursing fees are so 
high. I know of other cases who should have this consideration for taking care 
of invalids. 

Will you not, all of you, give this tax exemption for certain handicapped, your 
fullest support? We, the handicapped, need your help in having this bill made 
into Federal law. Thank you. 

Very sincerely, 
Lots Bb. LENNox. 


The CuarrMan. The next witness is Mr. Harner L. Schimpff, Wash- 
ington, D. C., accompanied by Mr. Bernard H. Ehrlich and Stanlev 
I. Posner, counsel, and Mr. Fred Wilson, of the Usona Biological 
Laboratories, Philadelphia. 


STATEMENT OF HARPER L. SCHIMPFF, PRESIDENT, DY-DEE WASH, 
WASHINGTON, D. C., ACCOMPANIED BY BERNARD H. EHRLICH 
AND STANLEY I. POSNER, COUNSEL, AND FRED WILSON, USONA 
LABORATORIES, PHILADELPHIA, PA. 


Mr. Scutmprr. Mr. Chairman, my name is Harper L. Schimpff. I 
am the president of the Dy-Dee Wash of Washington, Inc., which has 
been engaged in supplying diaper service for nearly 20 years in the 
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District of Columbia and surrounding territory. Iam a former presi- 
dent of the National Institute of Diaper Services, an organization 
whose principal object as stated in its constitution is “to create the 
highest possible standards in this industry. which is so closely re ‘lated 
to the health and welfare of our infant population.’ 

The CuarrMan. We are hearing witnesses on topic No. 3, which you 
may come to shortly, relating to expenses, and problems relating to 
the 5-percent minimum, the maximum dollar limits, and the coverage 
of deduction. 

Does a discussion of the diaper proposition become relevant to that 
item ¢ 

Mr. Scuimerr. Yes, Mr. Chairman. 

The Cuamman. Very well, you may proceed. 

Mr. Scurmprr. When the National Institute of Diaper Services was 
originally organized, diaper rental service was almost a novelty, and 
many predicted that it had little prospect of success because few 
mothers would be willing to entrust this important service to a com- 
mercial enterprise. We recognized at the time of our first meeting 
that it was imperative that we establish rigorous standards appropriate 
to the business in which we were engaged. We felt that it was not 
enough to preach to our members, but that we must also establish a 
system for guaranteeing to the mothers who used diaper service that 
our services conformed to the highest sanitary standards. We en- 
gaged an independent laboratory in Philade ‘Iphia, Pa.—I might state 
that we asked the American Medical Association to recommend such 

laboratory to us, and they recommended three such laboratories, 
and we chose the one in Philadelphia—and all of the members of the 
National Institute of Diaper Services are required to submit a sample 
diaper each month which is subjected to rigorous tests to determine 
that the diapers are free from harmful germs or other conditions 
which might irritate infant skin. 

The growth of the diaper service industry during the past 20 years 
is well known. The measure of its high standards and acceptance by 
the medical profession must be gaged by the fact that a majority 
of all hospitals with obstetric divisions use diaper service even 
though most of them have their own laundries in which they process 
other types of hospital linens and clothing. It is a source of great 
pride to all of us in this important industry that the dread epidemics 
of infestious diarrhea, which were so common several decades ago, 
have today practically disappeared. To my knowledge there has 
been no instance of this tragic disease in hospitals which are serviced 
by our industry. 

Despite these high standards of cleanliness and the elaborate pre- 
cautions which we take, there has been much concern among diaper 
service operators about the ever-present skin infec tions of young in- 
fants which are usually referred to as “diaper rash.” Every mother 
with a young infant knows how easily such skin irritation is incurred 
and how difficult it is to correct the situation once it has started. 
Every diaper service company has faced the unhappy situation of a 
complaint from an anguished mother that there was something wrong 
with the diapers because the doctor had diagnosed her infant’s skin 
irritation as diaper rash. Fortunately, we have been able to establish 

87746—53—pt. 18 
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a laboratory procedure for testing diapers and satisfying the mother 
and the doctor that it was not improper laundering which was re- 
sponsible for the skin irritation. 

However, we have not been satisfied merely to prove that we are not 
the guilty agent. We have encouraged research by pediatricians into 
the ‘factors which cause this widespread skin infection, which fre- 
quently has serious results. This research has established that the 
ordinary diaper rash is an ammonia dermatitis caused by certain 
bacteria which originate in the feces and infect the skin of the diaper 
region. The wet diaper forms an excellent culture medium with a 
favorable temperature for the growth of the bacilli, and ammonia pro- 
duction follows. Once this fact has been established, doctors concen- 
trated on finding some method of reducing the ammonia development 
by killing or inhibiting the growth of the bacillus. 

Our institute has followed these research programs with deep in- 
terest, and experimented for many years with various products to 
achieve this purpose. One of the pioneer studies reported in the 
Journal of Pediatrics, volume 31, pages 369-374, in 1947 reported that 
50 infants suffering from diaper rash were treated by the use of diapers 
impregnated with one of these drugs. The results of these tests were 
extraordinary. After 3 days, 31 of the 50 youngsters showed a definite 
recession of the irritation. In 18 the dermatitis was completely cured. 
In one case there was no response. A synopsis of this medical report 
appears in Current Medical Digest of January 1948, at page 43. Then, 
I have a copy of that medical magazine here, if the committee desires 
to have it. 

The synopsis continues: 

Following 1 week of treatment, 49 children were considered clear; 1 did not 
clear. Fourteen, after stopping the treatment, returned in 2 to 4 weeks with a 
mild ammonia dermatitis. Following the second course of treatment they 
responded immediately to the impregnated diapers. In the treatment of am- 
monia dermatitis, all the diapers should be impregnated. In the prevention, it is 
possible that only the night diapers would have to be so treated. 

Further studies have confirmed these findings, and a number of 
members of the National Institute of Diaper Services have for a pe- 
riod of years used one of several drugs which inhibit the growth of 
the ammonia-producing bacteria. More and more pediatricians have 
been prescribing antiseptic diapers to cure cases of skin rash or to pre- 
vent its inception. Gradually more and more mothers are insisting 
upon an antiseptic diaper of this kind. Today the National Institute 
of Diaper Services requires all of its members to treat all diapers which 
are furnished to their customers with one of several approved anti- 
septic products. We believe that a major contribution has been made 
toward the health of infants in this country. 

In order to assure ourselves and the hospitals and thousands of 
physicians who prescribe or recommend this type of antiseptic diaper, 
members are required to submit sample diapers each month to an in- 
dependent laboratory which makes tests to determine that the ex- 
tent of impregnation is sufficient to give the required inhibition and, 
on the other hand, to make sure that the quantity used is not exces- 
sive. A representative of the laboratory is here to demonstrate the 
techniques used for this purpose and the effectiveness of the treatment 
in killing harmful bacteria. 
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From time to time in years past we have received inquiries from 
our customers whether or not diaper service was deductible for income- 
tax purposes as a medical expense. This is an important factor to the 
parents of newborn infants, because they face at that time the 
substantial financial burden for hospital fees as well as the profes- 
sional services of obstetricians and pediatricians. They are aware of 
the fact that medicines and other drugs are considered medical ex- 
pense. They use the antiseptic diaper service either to prevent skin 
infection or to cure it. They believe that the cost of this antiseptic 
diaper service should also be considered a medical expense. 

The National Institute of Diaper Services requested our general 
counsel to secure an official ruling from the Bureau of Internal Revenue 
on this subject. On May 1, 1953, Mr. Posner, our counsel, received a 
ruling from the Chief of the Technical Rulings Division, which stated 
that in general the cost of diaper service does not constitute an allow- 
able deduction as a medical expense as contemplated by section 23 (x) 
of the code. I have here and ask permission to submit as part of the 
record a photostatic copy of this letter. 

(The letter referred to follows :) 


Unitep StTatres TREASURY DEPARTMENT, 
OFFICE OF COMMISSIONER OF INTERNAL REVENUE, 
Washington, D. C., May 1, 19538. 
Mr. STan Ley I. Posner, 
Washington, D. C. 

Dear Mr. Posner: Reference is made to your letter dated March 20, 1953, 
in which you request to be advised whether payments for diaper service may 
be deducted as a medical expense for Federal income-tax purposes. 

You present two situations, one in which the baby is suffering from a skin 
infection and the physician directs that a special diaper service be used which 
contains certain antiseptic treatment to inhibit or prevent the development 
of pathological bacteria and the other in which the parent purchases diaper 
service recommended by the physician which will help prevent skin infection 
because of its special antiseptic preparation 

In order for this Office to be in a position to issue a ruling as to the deducti- 
bility, under section 28 (x) of the Internal Revenue Code, of the cost of diaper 
service it will be necessary for a taxpayer whose tax liability will be affected 
by the ruling to make the request for the ruling, setting forth all of the facts 
in the case. In the event the taxpayer is represented by an attorney or agent 
the request must be accompanied by a power of attorney authorizing the 
attorney or agent to represent the taxpayer. See IR-Mimeograph No. 100, Com. 
No. 11, a copy of which is enclosed. 

Section 23 (x) of the Internal Revenue Code allows as a deduction, subject 
to the limitations contained therein, expenses paid for “medical care” of the 
taxpayer, his spouse, or a dependent. “Medical care” is specifically defined in 
section 25 (x) of the code as including “amounts paid for the diagnosis, cure, 
mitigation, treatment, or prevention of disease or for the purpose of affecting 
any structure or function of the body.” Section 29.23 (x) of Regulations 111 
provides, in part, that “allowable deductions under section 23 (x) will be con- 
tined strictly to expenses incurred primarily for the prevention or alleviation 
of a physical or mental defect or illness.” 

It may be stated generally, however, that the cost of diaper service does 
not constitute an allowable deduction as a medical expense as contemplated 
by section 23 (x) of the code. 

Very truly yours, 
(Signed) H. T. Swartz, 
Head, Technical Rulings Division. 


Mr. Scuimprr. However, in the case of antiseptic diaper service, 
the Bureau of Internal Revenue suggests that each taxpayer request 
an individual ruling. 
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There are two major situations which lead a parent to use an 
antiseptic diaper service: 

Where the baby already is suffering from a skin irritation and 
the physician directs that a special diaper service be used which 
conti ains antiseptic treatment in order to cure the disease; and 

. Where the parent purchases an antiseptic diaper service rec- 
ommended by the physician because it will help prevent skin infection 
because of its special antiseptic preparation. 

It would seem to me that each of these circumstances is clearly 
included in the present definition of medical care. Section 23 (x) 
of the Internal Revenue Code includes : 

Amounts paid for the disagnosis, cure, medication, treatment, or prevention 
of disease or for the purpose of affecting any structure or function of the body. 

The Bureau of Internal Revenue, however, states that in order to 
issue a ruling as to the deductibility of the cost of the diaper service 
it will be necessary for each individual taxpayer whose tax liability 
will be affected by the ruling making the request, setting forth all 
of the facts in the case. There is a complicated, two-page set of 
instructions telling the taxpayer how to prepare his request for a 
ruling and how to give his attorney or agent a power of attorney. 

Obviously, few of the young parents who are bringing new babies 
into the world are in tax brackets where they are familiar with these 
procedures. Nevertheless, because most young parents are in that 
stage of their economic development where their present income is 
lower than may be expected as they develop, any tax relief coming 
at a time when they face heavy hospital and doctor bills will be of 
the greatest help to them. 

And by the way, most of the parents who bring babies into the 
world today are young parents. 

In my opinion, they should not be required to submit affidavits 
and secure technical assistance in availing themselves of the benefits 
intended by Congress for the relief of a taxpayer carrying heavy 
medical expenses. For that reason I respectfully recommend to this 
committee that the Internal Revenue Code be amended to state clearly 
that the term “medical care” includes amounts paid for antiseptic 
dianer service. I understand that a bill to this affect was introduced 
of June 2 by Congressman Davis of Tennessee, under the number 
H. R. 5502. 

I should like to add one additional observation. A member of the 
National Institute of Diaper Services in San Francisco, Calif., re- 
quested his Representative, Congressman Shelley, to secure a clari- 
fication on this subject. Congressman Shelley asked the Bureau of 
Internal Revenue for its views, and on May 20 the Assistant Com- 
missioner replied that diapers constitute a part of the ordinary cloth- 
ing for normal healthy infants and therefore represent a nonde- 
ductible personal expense. I am sure that every mother in the United 
States, and I also include the fathers who have changed a baby’s 
liapers, would disagree with the argument that diapers are part of 
the baby’s ordinary clothing. Diapers are used because they are the 
best method yet developed to meet an infant’s physiological inability 
to control its excretions. As soon as normal habits of control are 
developed in the infant, diapers are discontinued. If an adult is in 
the unfortunate situation where control of these functions is lost, 
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special appliances are required and are certainly included within the 
present section of the code which contemplates “amounts paid * * * 
for the purpose of affecting any structure or function of the body.” 

It may be pointed out that once an infant has achieved necessary 
bathroom control, and diapers may be discontinued, there is no longer 
the medical problem of preventing or curing diaper rash. For that 
reason it seems to me that the use of an antiseptic diaper may properly 
be considered a part of postnatal medical care. 

I appreciate the opportunity which has been extended to me to 
present this information to your committee. I shall be happy to 
answer any questions based on my own experience. We have asked 
Mr. Fred Wilson, a director of the laboratory which controls our 
members, to prepare a brief statement on the more technical aspects 
of producing a proper antiseptic diaper, and also the methods used 
by his laboratory in testing the results. 

The CHarrman. Thank you very much. Mr. Mason has a question. 

Mr. Mason. My inquiry is this: Three-fourths of the young couples 
that have children use regular or old-fashioned diapers, and wash 
them, and so forth. 

Now, if we should give preference to this so-called diaper of yours, 
that would mean that we were just simply encouraging the parents 
to switch from the old-fashioned diaper to the new kind, and give 
preference to it. I refuse to be a party to that. 

ry ¥ ry e 

The Cuatrman. Thank you very much for your statement, Mr. 
Schimpff. Thank you. 

Mr. Scurmrrr. Thank you. 

The CuHarrMan. Our next witness is Mr. Frederic H. Wilson. 

Mr. Posner. Mr. Chairman, Mr. Wilson is from the Usona Bio- 
Chem Laboratories, and was here to support Mr. Schimpff. Mr. 
Wilson, however, has a statement. 

The Cuatrman. He wishes to submit the statement for the record? 

Mr. Posner. Yes. He was here to answer any questions that might 
have been raised. But he does desire to submit the statement. 

The Cuatrman. Certainly. Without objection, it will be made a 
part of the record. 

Mr. Posner. Thank you. 

(The statement referred to follows:) 

Usona Brio-CHEM LABORATORIES, INC., 
Philadelphia, Pa., June 13, 1953. 
The CoMMITTEE ON WAYS AND MEANS, 
House of Representatives, 
New House Office Building, 
Washington 25, D. C. 

GENTLEMEN : Concerning the hearing of bill H. R. 5502 which has been arranged 
for June 17, 1953, the following statement is submitted in order to present to 
those concerned, a brief outline of what has been done by this laboratory in 
cooperation with the National Institute of Diaper Services (NIDS) in the direc- 
tion of laboratory control, antiseptic control, and research, during the past 10 
years. 

Soon after the inception of the NIDS we were requested by them to establish 
bacteriological and chemical standards which could be used as a measure of 
hygienic attainment based upon the results obtained from regular periodic exam- 
inations of diapers submitted by its members. 

The progress accomplished by this means during 1945 to 1947, inclusive, was 
reported to the medical profession in the October issue of the Pennsylvania 
Medical Journal 1949. (Reprints enclosed.) 
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Since that time the standards have been raised to a point equal to those required 
for certain foods 

\ few years ago antiseptics such as phenylmercuric acetate and those of the 
quaternary ammonium type were introduced into the diaper industry and it 
seemed to us that methods should be established which would indicate the pres- 
ence or absence of such antiseptics in diapers and in addition render the im- 
pregnation of diapers with antiseptic, a controlled, rather than a “hit or miss’ 
procedure. 

This concept was submitted to the NIDS who immediately realized the im- 
portance of such a procedure and adopted it. The methods used in this antiseptic 
control plan are based upon those for antiseptics which appear in Bulletin No 
198 of the Federal Department of Agriculture. 

Considerable research has been conducted by this laboratory to determine the 
causes and bacteriological findings in approximately 150 cases of dermatitis (rash 
in the diaper region) and the use of antiseptic impregnated diapers to reduce the 
incidence of such cases. Much of this work was reported in the August issue of 
the Pennsylvania Medical Journal 1952 (reprints enclosed). 

The above is respectfully submitted to those concerned. 

Yours very truly, 


aT 
h 
“ 


Usona B10-CHEM LABORATORIES, INC., 
FREDERIC H. WiLson, Assistant Director 
The CHairnman. We will adjourn the committee now, to meet. to- 
morrow morning at 10 o’clock, 
(The following material was submitted for the record on topic 3:) 


STATEMENT OF CarRL ELLIoTt, MEMBER OF CONGRESS FROM THE SEVENTH DISTRICT 
OF ALABAMA, IN SUPPORT oF H. R. 251 


Mr. Chairman and members of the committee, I am grateful for this oppor- 
tunity to present testimony to this distinguished committee in support of H. R. 
251, a bill I have introduced to provide that permanently disabled individuals 
(including the blind) who are under 65 shall be entitled to the same tax treat- 
ment of their medical expenses as if they were 65, and also to provide an addi- 
tional $600 tax exemption for the permanently disabled. 

The theory behind the present provisions of our law governing medical-expense 
deductions for persons 65 years or older is, of course, that these taxpayers are 
generally persons of low earning capacity. It was thought that medical expenses, 
which often prove to be substantial in this age group, would be a great burden 
for which the aged taxpayer should be afforded some relief. 

In all fairness, I believe we may conclude that these same set of circumstances 
apply to the permanently disabled taxpayer. His earning capacity, also, is 
usually very low. Medical expenses, too, in his case may well be considerable and 
exert upon him a heavy hardship. 

By granting to the permanently disabled individual the same tax deductions 
for medical expenses as are now given those of 65, we would be extending to 
him the following just and humanitarian reliefs: 

The permanently disabled taxpayer would be allowed to deduct all of his own 
medical expenses paid during the taxable year. He could also deduct for his 
dependents the amount of their medical expenses which exceed 5 percent of his 
adjusted gross income. However, if the disabled taxpayer is single with no 
dependents, his medical-expense deductions could not exceed $1,200 in any one 
tax year. If he has a wife or other dependents he could deduct up to a total of 
$2,500 for family medical expenses during the taxable year. If the disabled tax- 
payer files a joint return with his spouse, a maximum of $5,000 medical-expense 
deduction would be allowed, though not more than $1,250 could be deducted for 
the medical expense of either of those filing the return or any one of their 
dependents. 

As this committee is aware, we presently provide no item of tax relief whatso- 
ever for the permanently disabled, except for the $600 exemption allowed the 
blind. During recent years we have been made increasingly aware of the prob- 
lems of our disabled citizens and a noteworthy campaign has been pushed for- 
ward to help rehabilitate these individuals and to find jobs for physically handi- 
capped persons so that they might become, in as many cases as possible, self- 
supporting. 

Present estimates which have been made by the Bureau of the Census, the 
Office of Vocational Rehabilitation, and the Bureau of Old-Age and Survivors 
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Insurance set the number of disabled individuals in the United States today 
approximately 3 million, or about 3 percent of our population.’ Of this number 
170,152 individuals were as of April 1953 recipients of aid to the permanently 
and totally disabled, receiving an average of $48.36 a month in financial aid. 

The provisions proposed in H. R. 251 for granting medical-expense deductions 
and an additional $600 exemption to permanently disabled taxpayers are entirely 
in keeping with our efforts to rehabilitate and find employment for disabled 
individuals, one of our major problems of economic well-being 

I urge the committee to give favorable consideration to H. R 


Thank you. 


J. K. Lasser & Co., 
New York, N. Y., July 14, 1953 
Hon. DANIEL A. REED, 
Chairman, Committee on Ways and Means, 
United States House of Representatives, Washington, D. C. 

Dear Mr. ReEep: We should like to direct your attention and that of your 
committee to what we believe to be an area of great hardship currently existing 
in the Internal Revenue Code. This gross inequity is due to ceiling limitations 
on medical deductions under section 23 (x) of the code. 

The situation and its implications are clearly illustrated by the actual case of 
an adjudged incompetent who was committed to New York Hospital in June 1950 
The expenses involved in the case of this man are extremely large, particularly 
the medical-care expenditures. Yet, out of approximately $12,000 spent each 
year for his medical care, he is permitted to deduct only $1,250 in computing his 
taxable net income for Federal income-tax purposes. 

As a result, commencing with 1952, the incompetent’s medical expenses when 
added to his other nondeductible but necessary expenses and Federal income taxes 
exceed his annual income and invade and diminish his capital. 

The facts are shown in the schedule that follows: 


Total income__. $4: ( $35, 000 


Allowable deductions 
New York State income tax i 2, 75 1, 500 
Medical 2 1, 250 
Legal and committee. 20 12, 000 


14, 75 


Net taxable income r f | 20. 250 


Nondeductible expenditures: 
Medical expenst wd ‘ 000 
Insurance ; 000 4, 000 
Federal income tax : , 500 7, 500 
Miscellaneous expenses ee * ? . | 500 500 


, 000 | 23, 000 


Depletion of capital Reembdinsctte ter ane = 3, 000 a (2, 750) 


(It should be noted that the insurance expense set forth above was a commit- 
ment of the taxpayer’s prior to his incompetency and must be maintained by 
his committee. ) 

It can be seen clearly from the foregoing that the limitation of medical expense 
to a deduction of $1,250 results in an exaction of capital. This, in turn, results 
in a further reduction of income, and, since the medical expenses remain relative- 
ly constant, a further invasion of capital. 

1 During the discussions preceding the 1950 amendments to the Social Security Act, 
questions arose as to the number of physically disabled individuals in our population As 
a result, the Bureau of the Census, the Office of Vocational Rehabilitation, and the Bureau 
of Old-Age and Survivors Insurance began combining their resources for periodical surveys 
on this question, using the sampling facilities of the Bureau of the Census The 3 millio 
figure is the latest available estimate from this source and is based upon the number of 
our total population between the ages of 14 and 64 which has suffered disabling conditions 
lasting 7 months or more during the past year. 
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To put it more clearly, in 1952 the taxpayer's economic income before Federal 
taxes is $3,500. On this he must pay a tax of $6,500. In 1953 he will have to pay 
a tax of $7,500 on economic income of $5,150. 

Obviously such is not the intent of the law. 

Section 12 (f) of the code, which limits the tax on individuals to 88 percent of 
income for the years 1952 et seq., clearly shows that Congress does not contem- 
plate levying upon a taxpayer’s entire income much less upon his capital. Yet, 
such is the effect of the medical deduction in this case. In 1952, the nondeductible 
medical expense plus the Federal income tax equals 94 percent of net income; in 
1953, on an estimated basis, it will again be close to 94 percent of net income. 

To correct this inequity, and to afford relief of those unfortunates who are in 
a similar situation, it is suggested that there be enacted the following amend- 
ment to section 23 (x) of the Internal Revenue Code: 

“(3) If the taxpayer is totally incapacitated during all of the taxable year, 
the total medical expenses for such taxpayer shall be deductible without 
limitation.” 

It is further suggested that this provision be made retroactive to taxable years 
beginning January 1, 1950, when the tax rates were raised for the first time since 
the end of World War II. 

Such an amendment to the Internal Revenue Code covering an unusual but 
meritorious type of case has considerable precedent. For example, section 120, 
which permits an unlimited deduction for charitable and other contributions 
under certain conditions, illustrates the mitigation of a limitation otherwise im- 
posed (by sec. 23 (0) ) upon such deductions. 

The medical expense deduction was designed to provide relief to taxpayers 
incurring large expenses of that class. Total disability with all of its conse- 
quences is the most severe of that type. Certainly the statute should recognize 
the vital need created by this worst possible calamity. In complete disability 
involving extensive medical care, medical expenses, which are not controllable, 
are often so great as to be disproportionate to other living expenses and income. 
The resultant distortion of taxable income due to the present limitations upon 
deductibility works a real hardship upon the taxpayer. It is most equitable and 
fair that all of such medical expenses should be deducted. 

Actually, in the instant case, the current tax law impairs the right of an 
individual to retain his capital, accumulated over a lifetime to provide for his 
remaining days, in the event of such a catastrophe. Such a relief provision 
would have little effect upon the revenue and would be a true recognition, in 
line with recent tax legislation, that remedial tax treatment should be given to 
taxpayers depending upon their physical condition. This current relief obtains 
today for those taxpayers over 65 years of age, and for the blind. 

It is recognized that the limitations on the medical deduction were provided 
not only to prevent abuse-but to preclude wealthy taxpayers who can afford 
expensive treatment from receiving a greater deduction than middle- or low- 
income taxpayers. It seems obvious, however, that expenditures for medical 
eare where there has been total disability would not be made merely to obtain 
a tax benefit less than the expenditure. Furthermore, it is common knowledge 
that charges for medical services are not completely within the control of the 
taxpayer but are dependent upon his economic status. It might also be noted 
that, as between two taxpayers bearing the same medical costs, the current 
deduction permissible for the same amount of medical expense could vary, de- 
pending upon the taxpayer’s marital and dependency status, between $0 and 
$5,000. 

A taxpayer owning a $40,000 home which is destroyed by a hurricane is entitled 
to a $40,000 deduction, while a taxpayer losing a $7,500 home is entitled to a 
$7,500 deduction. No distinction is made because of the difference in economic 
status of the two taxpayers. If damage to property is recognized in full, there 
exists even more reason in equity and humanity, and in a sound approach to 
the proper production of revenue, to recognize the human considerations involved 
in the total incapacity of an individual. 

A taxpayer qualifying for such relief would be one who was forced to depend 
upon the earnings from his accumulated capital for living expenses and other 
expenses. A sound fiscal policy should certainly recognize the need, and the 
right, too, of such an individual to conserve capital. 
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The question of what constitutes “total disability” has been so inany times 
before the courts that there are established precedents for its determination. 

Without attempting at this time to spell a complete definition, reference is 
made to Words and Phrases, volume 42, pages 31-33, which contains a summary 
of many different decisions all defining “total disability.” Thus, a statutory 
definition of the concept would not be difficult to draft. 

In addition, there would be evidence supporting a claim of total physical or 
mental disability. The taxpayer being unable to work would have no “earned 
income” (as defined by sec. 24 (a) (4) (A) in the Revenue Act of 1940) from 
his job or occupation. The taxpayer would have been under constant medical 
supervision throughout the year (otherwise his medical expense weuld be nom- 
inal and the issue of the deduction would not arise). Further, an examination 
of the medical bills substantiating the medical deduction would indicate the 
veracity of the claim. 

The legislation requested would apply only to those particularly unfortunate 
taxpayers who are totally incapacitated. As has been stated before, the effect 
upon the revenue would be insignificant. However, the relief afforded to dis- 
abled taxpayers would be considerable, lightening the burden of carrying both 
huge medical expenses and large taxes at a time when they are unable to add 
to their income or protect their capital. 

You will recall our previous correspondence on this matter. Because of your 
courtesy and interest we have been able, through extensive correspondence, to 
present and discuss the suggested amendment with Mr. Colin Stam, of the joint 
committee. In his last letter he indicated an interest in the relief provision, 
raising only the question of some administrative detail. 

We will appreciate your continued interest in this problem and respectfully 
request that this letter be made a part of the official record of hearings on the 
new bill. 

Respectfully yours, 
JACQUIN LD. BIERMAN. 


CovENTRY CENTER, R. I., June 15, 1958. 
Hon. Dantev A. REED, 
Chairman of Committee on Ways and Means, 
House of Representatives, Washington, D. C. 

Dear Sir: In connection with the hearings now being held by your committee 
on proposals for the amendment of the Internal Revenue Code, I want to urge 
on your committee the need for granting a larger deduction for medical expenses 
in certain cases under section 23 (x). 

The cases to which I refer are those of prolonged hospitalization. Prolonged 
hospitalization is probably most frequent in the case of patients requiring treat- 
ment in a hospital for mental diseases, and the period of the hospitalization of 
many such patients is measured not by weeks or months but by years. I am 
impressed—and I know that many others are impressed—by the almost intoler- 
able burden which such cases impose upon a patient or his family. 

It is true that in the case of an illness extending over a perioi of years the 
present provisions of the Internal Revenue Code allow a deduction for medical 
expenses each year. But when the medical expenses far exceed the maximum 
deduction allowable, the burden which may be bearable for 1 year becomes intol- 
erable when it has to be borne over a period of years. 

IT shall not undertake to suggest the exact form which an ameiidment of sec- 
tion 23 (x) should take, but it would seem that it should embody 2 provisions 
which would be applicable when the taxpayer, the taxpayer’s sponsor, or the tax- 
payer’s dependent is hospitalized for more than a specified period—(1) an 
increase in the maximum deduction allowable and (2) the repeal of the restric- 
tion which permits the deduction of only the excess of the medical expenses 
over 5 percent of the adjusted gross income. 

Respectfully yours, 
Agno N. Dana. 
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WILLIAMSON, HoceE & Curry, 
Los Angeles, Calif., July 17, 1958. 
Hon. DANIEL REEp, M. C., 
Chairman Ways and Means Committee, 
House of Representatives, Washington, D. C. 


Dear Mr. ReEeEp: Recently I looked over the list of subjects on which hearings 
are being held by your committee, and I hope it is not too late to submit some 
comments on the various points in the order, as listed in the C. C. H. Tax 
Reporter. 

In view of the growing tendency, and, in fact, the necessity for wives to work 
in order to supplement the family income, I think a reasonable deduction should 
be allowed for domestic help. 


MEDICAL AND DENTAL EXPENSES 


These are, in a sense, casualties, and should be allowed where not covered by 
insurance, just as other such losses are allowed. The present 5 percent limitation 
is arbitrary, and prevents the deduction from having any value, except in ex- 
treme cases. It seems logical, also, that payments which are income to those 
receiving them, should be deductions for those who make the payments. 


COLLEGE AND EDUCATIONAL EXPENSES 


The allowance of expenditures for tuition and books would, it seems to me, 
accomplish several valuable social purposes. Like the allowance of medical and 
dental expenses, it would aid families who are raising and educating children. 
It would also be, in a sense, a subsidy to the private schools, which are generally 
considered to be important in our social structure, and which are having a hard 
time getting along, in view of increased costs. 

The problem of double taxation of dividends seems to me to be purely 4 matter 
of stockbrokers’ propaganda. The tax on corporate net income is probably the 
most painless tax yet devised, and it seems to me that the additional tax on 
dividends accomplishes no more than a reasonable substitute for the earned in- 
come credit which used to be in the law. 

I do think, however, that the brokers have a point when it comes to the treat- 
ment of capital losses. It seems to me that there should be a more liberal allow- 
ance, both in amount and time, for offsetting these losses against ordinary 
income. 

As a professional man, I am much interested in retirement funds for the self- 
employed, and am heartily in favor of the Reed-Keogh bill, which would put the 
self-employed on a comparable basis with corporate employees. I am opposed to 
the extension of the present social-security pension system to professional men, 
while it contains the present provisions denying return to those who work after 
retirement age. It seems to me that all pension plans should be on a strictly 
business basis, with the worker getting back the money which he put in, and 
which his employer may put in for his benefit, with a reasonable rate of interest. 
Government charity is, of course, necessary, but I think should be separately 
handled. 

The present 27% percent depletion allowance for corporations and individuals 
owning an interest in oil production seems to me a flagrant discrimination which 
gives a terrific tax advantage to the oil companies and the few individuals who 
are able to acquire such holdings. On this subject, you might be interested 
in reading the article in the May 1953 issue of Taxes, by Walter J. Blum, en- 
titled “How To Get All the Tax Advantages of Dabbling in Oil.” The argument 
of the oil people that they need this subsidy in order to continue exploration is, 
of course, ridiculous. The rewards for discovering an oilfield are sufficient unto 
themselves. 

Very truly yours, 


FuLtTon W. Hoae. 
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STATEMENT TO House COMMITTEE ON WAYS AND MEANS BY THE AMERICAN NURSES’ 
ASSOCIATION, INc., New York 16, N. Y., RELATIVE TO PRoPOSED AMENDMENT TO 
THE INTERNAL REVENUE CopE ON Topic 3, DEDUCTION OF MEDICAL AND DENTAL 
EXPENSES 


This statement is submitted in lieu of an appearance by the American 
Nurses” Association, Inc., a membership organization of 177,000 professional 
registered nurses. 

The present law allows a deduction for only that portion of medical expenses 
which exceeds 5 percent of a taxpayer’s adjusted gross income (except in the 
case of persons over age 65). An average nurse working full time earns about 
$2,500 per year (see table A). Thus, only her medical expenses in any year 
which exceed $125 are deductible. 

A nurse, therefore, like other average low-income groups, is discriminated 
against in that this minimum amount represents to her a comparatively greater 
portion of her taxable income than it would, say, to a taxpayer in the $25,000- 
a-year class, to whom it would be relatively insignificant. 

Table B, giving the average expenditures of United States families for medical 
care, shows that even such minimum amount is above the average expenditure 
which the 5-percent provision was intended to cover. 

Amendment of section 23 (x) to remove the 5-percent limitation is neces- 
sary if, as a practical matter, nurses and other low-income employees are to re- 
ceive any deduction for medical expenses. In most cases the deductible expenses 
of nurses, including the portion of medical expenses in excess of 5 percent of 
their adjusted gross income, do not exceed 10 percent of their adjusted gross 
income, and they, therefore, compute their tax under supplement T. Many 
nurses, therefore, not only fail to receive a deduction under the present law 
for medical expenses, but also receive no deduction for their special business 
expenses, such as uniforms. If the amendment proposed is adopted, the de- 
ductible medical expense in the case of many nurses will, when added to other 
deductible expenses, slightly exceed 10 percent of the adjusted gross income. 
The nurse, therefore, will receive the practical benefit of her medical and 
business expenses—not just a theoretical deduction. 

Because of the 10-percent allowance for deductions under supplement T, 
amendment of section 23 (x) to permit the deduction of medical expenses 
without regard to the 5-percent limitation will, in our opinion, have only slight 
effect on the revenues. 

The Congress has already seen fit to eliminate the 5-percent requirement 
with respect to taxpayers Over age 65. We think that this encouragement to 
such persons to look after their health should be applicable also to all tax- 
payers. Our tax laws should encourage, not discourage, all proper medical 
expenditures necessary to promote good health. 

We hope this committee will see its way clear to rewrite section 23 (x) 
of the code to permit the deduction of medical expenses without regard to 
the 5-percent limitation. As most of our members are not affected by the 
$1,250 ceiling, we do not take a position on the question whether this should 
be increased. 


Taste A.—Income in 1949 of nurses, professional, in the experienced civilian 
labor force who worked 50 to 52 weeks in 1949, by sex, for the United States, 
1950 

[Data based on 34 percent sample and, therefore, subject to sampling variability] 


| 


j = 
| | | 

Income | Male Female | Income Male | Female 
| | 


ee fone ct ee 193, 14 With income—Continued 
=—-_—— |= = |i $3,500 to $3,999 
Without income.  egindl | 6, $4,000 to $4,499 
. | 6,090 | 181, | $4,500 to $4,999. 
= ieee | $5,000 to $5,999 
$1 to $499 or less | 50| 2,6 $6,000 to $6,999 
$500 to $999 ‘ 5s : 5,3 $7,000 to $9,999 
$1,000 to $1,499....__-_- | 3: , BF $10,000 and over 
$1,509 to $1,999. 0 || Income not reported 
$2,000 to $2,499 / 1,020 ! 
$2,500 to $2,999 : 1, 050 | , 46 Median 
$3,000 to $3,499...------------] "900 


Source: 1950 Census of Population. 
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TABLE B iverage family expenditures for medical care in selected United 
States cities, 1950 * 


Average Medical care and expenditures 


expendi- |————————————;— 
a | Percent of 
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tures 
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! Survey of Consumer Expenditures, Monthly Labor Review, August 1952, Department of Labor, Bureau 
of Labor Statistics 


2 Includes money income and other money receipts, for example, inheritances, gifts, lump-sum settlements 
from accident or health policies 


STATEMENT BY ADDISON B. CLOHOSEY, Es@., ON BEHALF OF RESEARCH INSTITUTE OF 
AMERICA, NEW YorRK, N. Y., Re Topic 3, DEDUCTION or MEDICAL EXPENSES 


Consideration should very definitely be given for funeral expenses. At a time 
when the drain on the family purse is so great, the taxpayer should be allowed to 
deduct such expenses in the same manner as medical. 

As a special concession to the probability of greater medical expense where a 
taxpayer or his spouse is over 65 years of age, the law provides that the medical 
expenses shall be included (provided standard deduction is not used) without 
application of the 5 percent minimum. However, for the taxpayer and his spouse 
where either is over 65, the $2,500 maximum limit still applies. My observation 
is the following: Little if any benefit is obtained by such taxpayers in the case 
of high medical expenses by this provision, since the advantage granted by the 
elimination of the 5 percent minimum is offset by retaining the same $2,500 
maximum. 

Here is a specific case where the medical expenses for this year probably 
will run to $15,000. Both the taxpayer and his spouse are over 65. With or 
without referring to the 5 percent minimum all these taxpayers will be allowed in 
medical expenses is $2,500. I know of several other cases where the same thing 
applies. In other words, it is my feeling that if Congress wishes to give the 
aged person a tax break on medical expenses, the maximum for such taxpayers 
should be increased. 

With reference to subject (3), deduction of medical and dental expenses, no 
mention is made, for consideration of the allowance of final expenses of a de- 
ceased dependent. 

After undergoing a period of heavy medical and hospital expenses, which are 
allowed under the present law, beyond the 5 percent minimum, the taxpayer suf- 
fers a further financial hardship, if a child or other dependent dies, through pay- 
ment of undertaker’s bills and burial expenses. Through a quirk in the present 
law, this subject is not specifically covered and the deduction has been denied, 
through an “interpretation. 

The 5 percent minimum should be eliminated for the reason that it is unfair 'to 
the taxpayer in the lower brackets or the one who is less able to withstand 
substantial medical bills in any one year. 

Another member suggests reducing the 5 percent to 1 percent. 

In personal income taxes we should like to see all medical expenses made de- 
ductible. Making them deductible over a certain amount of income but only up 
to a certain amount strikes us as ridiculous. That aims to help a fellow who 
had misfortune to a certain extent, but not if he had big misfortune. If not 
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deductible in full then we would recommend that all medical expenses be de- 
ductible percentagewise—5 percent or 10 percent or 20 percent of all medical 
expenses. We think this would pull doctors out into the open—patients would 
demand receipts then for all medical payments and if doctors knew that all of 
their transactions were recorded they would be more apt to report all of their 
income. 

The medical limitation of $1,250 for an individual should be revised. 

Reason: In a serious operating case requiring 24-hour private duty nursing at 
a cost of $1.25 to $1.50 an hour plus room rent from $15 te $20 a day plus neces- 
Sary medicines, can run to to several thousand dollars in a prolonged illness. 
In addition there is the surgeon’s fee, a first class one charging up to a thousand 
or more, 

I know for last year after deducting insurance I had medical expenses of 
$6,878.57 and, of course, could deduct only $1,250. 

Funeral expenses should be allowed as a deduction by the person paying same 
provided not deducted on an estate. Limited to $1,000 and should include head- 
stone and other direct funeral expenses. 

As most lower institutes of learning are financed through the means of taxation 
in one form or another, it appears only reasonable that all tuition expenses 
whether for college education or that below the college level should be allowed 
as a deduction in the same manner that taxes which support public schools are 
deducted. 


STATEMENT OF AMERICAN FEDERATION OF LABOR RE Topic 3, DEDUCTION OF 
MEDICAL AND DENTAL EXPENSES 


Under the present law, expenses in excess of 5 percent of gross income to a 
maximum of $1,250 are allowed as deductions for medical expenses. Various 
bills introduced in Congress would allow taxpayers to deduct premiums paid 
to health insurance plans, or would eliminate the 5 percent limitation on credits, 
so that all payments for medical purposes would be exempt. 

These bills, if enacted into law, would involve loss of from $700 million to close 
to $2 billion annually. This tax saving would accrue primarily to taxpayers in 
income groups above $5,000 who need it least and who are already the chief 
beneficiaries of deductions allowed for medical expenses under existing law. 
If any consideration is given to increasing the allowance for medical and hos- 
pital expenses, the American Federation of Labor believes that first considera- 
tion should be given to the proposal that deductions be allowed on medical 
expenditures in excess of 4 percent, rather than on those in excess of 5 percent, 
of income up to the $1,250 ceiling per taxpayer. 

The 4 percent figure could be justified, in our opinion, because it approximates 
the actual percentage of the disposal personal income (after payment of per- 
sonal income taxes) that is being spent by consumers for medical and health 
services. 


AMERICAN HOospPITAL ASSOCIATION, 
SOUNCIL ON GOVERNMENT RELATIONS, 
Washington, D. C., August 10, 1953. 


Re Tax Revision Problems—Topic 3—Deduction of medical and dental expenses. 


Hon. DANTEL A. REED, 
Chairman, Ways and Means Committee, 
United States House of Representatives, 
Washington, D. C. 

Dear Mr. CHAIRMAN: The American Hospital Association represents more 
than 5,000 of the nearly 7,000 hospitals in the United States. In addition, 
our membership includes the 87 Blue Cross Plans which alone protect more 
than 44 million people—27 percent of our population—against the cost of hospital 
care. Our personal membership includes more than 3,000 individuals active 
in the hospital field as well as several hundred women’s auxiliaries covering 
more than a half million women working in their communities to support their 
voluntary hospitals. 

The hospital field has a definite interest in the income tax provision that 
now permits individuals under 65 to deduct from their taxable income only 
that portion of their medical expenses which exceeds 5 percent of income (up 
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to limits of $1,250 per individual). Many hospital patients are affected by 
this provision. 

lt is recognized that voluntary health insurance has been a primary factor in 
maintaining our voluntary system of medical care. The rapid growth of volun- 
tary health insurance has made a Federal system of compulsory health insurance 
unnecessary. The Blue Cross movement, sponsored by the hospitals themselves 
as an integral part of the hospital field, has been the outstanding leader in the 
development of voluntary health insurance. We believe that voluntary health 
insurance can continue to improve the quality of care and that it can make health 
eare available to substantially the whole population. We do not believe that a 
Federal system of compulsory health insurance can do either of these things. 

Therefore, we believe that it is the policy of the present administration to 
encourage enrollment in voluntary health insurance. We recommend that such 
encouragement be given by permitting income tax deductions of voluntary heaith 
insurance premiums or monthly subscriptions without regard to a fixed minimum 
percentage of income or other restriction. 

Hospitals recognize that many hospital and medical expenses that impose severe 
financial burdens upon families and individuals are not deductible because they 
do not exceed 5 percent of income. Where an extensive illness occurs, it often 
seems that the maximum of $1,250 hurts most the people who most need this help. 

But the problem cannot be solved simply by removing all limits. There are 
some economic implications in any complete removal of limitations which ought 
to be explored by the committee. As limits are lowered, there will be more de 
ductions claimed and there may need to be closer scrutiny of the nature and 
propriety of those deductions. Not all minor medical expenses are a handicap 
to income earning, and there is much to be said for limiting this form of relief to 
catastrophic situations, where these can be defined. 

The American Hospital Association would generally favor— 

(1) Allowing the cost of voluntary health insurance to be deducted from 
taxable income without regard to fixed minimum percentage of income, and 
(2) Some liberalization in medical expense deductions. 

There has been no opportunity for our policymaking groups to make formal 
recommendations on these points, so We must submit them simply as expressions 
of opinion which we hope may be of some assistance to your committee. 

Respectfully 
Wm. S. McNary, 
Chairman, Council on Government Relations. 


STATEMENT OF THE AMERICAN FARM BUREAU FEDERATION CONCERNING Topic 3, 
DEDUCTION OF PREMIUMS PAID FoR HOSPITAL AND MEDICAL INSURANCE 


At the annual convention of the American Farm Bureau Federation held in 
December 1952 the following resolution was adopted : 

“We favor an amendment to the Federal income tax law which will permit the 
deduction of premiums paid for hospital and medical insurance.” 

In view of the study being made by the committee of the larger question of 
the deduction of medical and dental expenses, we submit this resolution for 
consideration under this topic. 


STATEMENT OF AMERICAN INSTITUTE OF ACCOUNTANTS, NEw York, N. Y., RE 
Topic 3, DEDUCTION OF MEDICAL AND DENTAL EXPENSES 

1. Section 23 (x) of the Internal Revenue Code should be modified to provide 
a reasonable increase in the maximum limits of allowable medical and dental 
expenses deductible from gross income. 

2. Taxpayers should be given the right to carry over the unused amount of 
their deduction for medical and dental expenses to future years for tax purposes. 

Section 28 (x) now provides that the maximum deductions fdr medical and 
dental expenses shall not be in excess of $1,250 for each exemption (not including 
the blindness and old-age exemptions), but with a maximum limitation of $2,500 
for a separate return and $5,000 for a joint return. Although the method of 
computation of the medical and dental expense deduction is regarded as satis- 
factory, in that such expenses up to 5 percent of adjusted gross income are 
treated as normal medical expenses which are not deductible, it is felt that the 
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maximum limits are insufficient. Under the present law, a taxpayer may sustain 
high medical costs, but to the extent that they exceed the maximum limit, all tax 
benefit is lost forever. In view of the fact that the timing of medical expenses 
is virtually out o of the taxpayer, it is urged that the Congress 


the control 


recognize the hardship imposed upon some taxpayers today because of the low 
; ; 


maximum limits, and enact legislation providing for a reasonable increase in 
those limits. 

At present taxpayers forfeit the unused amount of their medical and dental 
expenses as deductions fro ‘oss income. Occasionally serious inequities result 
from the combined low maximum limit for the deduction discussed above and 
this inability to carry over unused expenses. Taxpayers may suffer serious il] 
ness, they are burdened with expensive medi bills, and because of the quirks 
in the law they are unable to get tax relief. Medical expenses are not voluntary 
and they cannot be controlled as to amount and timing as is the case with other 
deductions such as contributions. The principle of granting tax relief for those 
expenses has been long established in our law. Therefore it is recommended that 
recognition be given to the fact that taxpayers do not deliberately incur high 
medical and dental bills. When they arise they are fortuitous, and it is not 
logical to deny a taxpayer tax relief because his expenses in one year exceed an 
arbitrary limit. It is recommended that the maximum limits be raised and that 
a carryover for the unused portion be allowed. If these two recommendations 
are adopted, an important inequity will be cured. 

3. Section 23 (x) should be amended so that taxpayers may compute their 
maximum medical and dental expense deduction by multiplying $1,250 by the 
number of exemptions allowed under section 25 (b) (3), notwithstanding the fact 
that the exemption for a dependent may be forfeited under section 25 (b)} (1) 
(D) because the dependent earned $600 or more. 

This section of the law is confusing and can lead to inequity where a taxpayer 
has a dependent that qualifies under section 25 (b) (3) as to relationship and 
support and for whom medical expenses are paid, but where the dependent’s 
exeinption is lost under section 25 (b) (1) (D) because the dependent earned 
$600 or more. In such cases the requirements of section 23 (x) are not met in 
that the taxpayer has not obtained an exemption under section 25 (b). Equity 
requires that where the taxpayer provided the requisite amount of support, paid 
the medical expenses, and was related to the dependent in the right degree of 
consanguinity, he should be entitled to the medical expense deduction. Accord 
ingly it is urged that the statute be clarified to entitle the medical expense deduc- 
tion to such a taxpayer notwithstanding the amount of the dependent’s earnings. 


(At 11:55 a. m. an adjournment was taken until the following 
day, Thursday, June 18, 1953, at 10 a. m.) 
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THURSDAY, JUNE 18, 1953 


House or RepresentTATIvEs, 
CoMMITTEE ON Ways AND MEANns, 
Washington, D.C. 

The committee met, pursuant to recess, at 10 a. m., in the committee 
room, Committee on Ways and Means, Hon. Daniel . Reed (chair- 
man) presiding. 

The Cuatrman. The committee will come to order. 

The committee will continue hearings on general revenue revision. 
Today we will hear witnesses on topic 4, deduction of charitable con- 
tributions, interest, taxes, and casualty losses. 

Our first witness will be Hon. Kenneth B. Keating, Representative 
from New York. Mr. Keating’s testimony will relate to topics 3 and 4. 
If you will give your name and the capacity in which you appear, we 
will hear you first on topic 3. 


STATEMENT OF HON. KENNETH B. KEATING, A REPRESENTATIVE 
IN CONGRESS FROM THE STATE OF NEW YORK 


Mr. Keartne. Yes, Mr. Chairman. Kenneth B. Keating, Repre- 
sentative of the 38th District of New York. 

Mr. Chairman and members of the committee, with your permission 
I would like to be heard very briefly on topic 3, which you had hearings 
on Yesterd: ay. 

The Cuainman. That . all right. 

Mr. Ke ring. With reference to H. R. 482, a bill to provide for « 
credit against the income tax for subscription charges or insurance 
premiums with respect to health or medical service plans or programs. 

This bill would add a new section to part 3 of chapter 1 the 
Internal Revenue Code to allow as a credit against the income tax if 
the adjusted gross income of the taxpayer is $2,000 or under, 90 ti reent 
of the amount paid for subscription charges or premium payments for 
group or other health or medical insurance. 

Then it provides further for a graduated credit on the tax decreasing 
in percentage as income rises. 

It seems to me that none of our domestic problems is more important 
than the health of our citizens. For this reason any legislative sug- 
gestions on the subject deserve earnest study. 

In the recent past great pressure has been brought to bear upon us 
by the advocates of a compulsory health insurance program. While 
these arguments have subsided somewhat for the time being, they will 
be raised again because some type of health insurance is undeniably 
desirable. The question of how to accomplish the objective, better 
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health for a larger number of the American people, is one which will 
have to be answered eventually. It seems to me it ought to be 
answered now. 

I do not agree with the advocates of a compulsory health insurance 
program supervised by the Federal Government. I rebel instinctively 
against the compulsory feature. I do not agree it is necessary to 
guarantee the ultimate objective. I propose instead a plan which 
would provide an incentive for more of our people to avail themselves 
of the advantage afforded by voluntary health insurance. If the 
taxpayer could secure a tax credit for premiums paid to obtain this 
protection he might as well subscribe to such a plan. He would have 
nothing to lose. 

Voluntary health insurance programs have met with notable suc- 
cess in this country, and these institutions are capable of rendering 
greater service to our people. I believe they ‘ should be ene ouraged in 
every legitimate manner. 

I appreciate, of course, the fact that this committee might be hesi- 
tant to use the tax laws to accomplish a social objective, but it must be 
admitted that that has been done before and if the committee in its 
revision of the tax laws should decide that it was willing to do that in 
order to foster voluntary health-insurance programs, I think this is a 
field where much good could be done along these lines. 

The qu estion will be ri ised, How about the peop le who do not pay 
income taxes? Obviously, the tax-credit plan would not meet the 
health insurance needs of those who are exe mpt from paying income 
taxes. Ly the same token, however, no health-insurance method would 
of itself be applicable to the unemployed or the lowest income groups. 
Provision for their care has been made in the past and will always 
have to be made ienewt public funds. 

Then, Mr. Chairman I ask unanimous consent to revise and extend 
my remarks to include a statement to the subject of this bill that I 
have been discussing. 

The Cuatrrman. Without objection, it is so ordered. 

Mr. Keatine. I have been discussing the question of a credit on the 
tax for premiums paid for voluntary health insurance. 

I have another bill pending before your committee, H. R. 474, which 
would provide for an amendment to section 23 (x) of the internal- 
revenue law in the following respect: 

Under present law medical and dental expenses up to 5 percent of 
one’s income must be borne as a personal expense and equally unjust, 
there is 2 ee limit to the deduction. If this section that I pro- 
pose in H. R. 474 were enacted, all medical and dental expenses paid 
during co taxable year not compensated for by insurance or other- 
wise would be deductible for income-tax purposes in the case of a tax- 
payer W ith an adjus ted OTOSSs income of $2,000 or less. 

Then a graduated scale, all over 1 percent, for instance, if his gross 
income was between 2 and 4. And so on up. Over 5 percent would 
be deductible if his gross income was $10,000 or above. 

The purpose of it is to bring about fair treatment with regard to 
actual medical and dental expenses for the smaller taxpayer. It seems 
to me that justice and equity require that some system be established 
which will more adequately recognize the need for this medical expense 
deduction in the case of those with modest incomes. When sickness 
strikes this man, his earnings are lowered or they stop altogether. ana 
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usually the low-bracket worker must pay promptly to get the service 
required. 

This bill also would foster the extension of voluntary health-insur- 
ance plans, but admittedly to a lesser degree than the other bill, be- 
cause it would permit those deductions for that amount. 

I ask unanimous consent to revise and extend my remarks on that 
bill also, Mr. Chairman. 

The Cuarman. Without objection, it is so ordered. 

(Statement submitted by Mr. Keating follows:) 


TESTIMONY OF REPRESENTATIVE KENNETH B. KEATING, REPUBLICAN, NEW YORK, 
BEFORE THE House COMMITTEE ON WAYS AND MEANS Re Topic No. 3 OF THE 
REVENUE REVISION HEARINGS 


Mr. Chairman and members of the committee, I have two bills which come 
under topic No. 3 in this series of hearings. 

I would like to discuss first H. R. 482, a bill to provide for a credit against 
the income tax for subscription charges or insurance premiums with respect to 
health or medical service plans or programs. 

This bill would add a new section to part III of chapter 1 of the Internal 
Revenue Code to allow as a credit against the income tax, if the adjusted gross 
income of the taxpayer is $2,000 or under, 90 percent of the amount paid for 
subscription charges or premium payments for group or other health or medical 
insurance; if the adjusted gross income is between $2,001 and $4,000, 85 percent 
of the amount paid; if the adjusted gross income is between $4,001 and $6,000, 
80 percent of the amount paid; if the adjusted gross income is between $6,001 
and $8,000, 75 percent of the amount paid; if the adjusted gross income is 
between $8,001 and $10,000, 70 percent of the amount paid; and if the adjusted 
gross income is $10,001 or over, 60 percent of the amount paid. 

None of our domestic problems transcends in importance the health of our 
citizens. For this reason, any legislative suggestions on the subject deserve 
earnest study. In the recent past great pressure has been brought to bear upon 
us by the advocates of a compulsory health-insurance program. While these 
arguments have subsided somewhat for the time being, they will be raised 
again because some type of health insurance is undeniably desirable. The ques 
tion of how to accomplish the objective, better health for a larger number of 
the American people, is one which will have to be answered eventually. It 
ought to be answered now. 

I do not agree for the most part with the advocates of a compulsory health 
insurance supervised by the Federal Government. I rebel instinctively against 
the compulsory feature. I do not agree it is necessary to guarantee the ultimate 
objective. I propose, instead, a plan which would provide an incentive for more 
of our people to avail themselves of the advantages afforded by voluntary 
health insurance. If the taxpayer could secure a tax credit for premiums paid 
to obtain this protection, he might as well subscribe to such a plan. He would 
have nothing to lose. 

Voluntary health-insurance programs have met with notable success in this 
country, and these institutions are capable of rendering greater service to our 
people. I believe they should be encouraged in every ligitimate manner. 

Obviously then, most of our people would be benefited by the enactment of H. R. 
482, since this plan would serve as a stimulus to them to secure the desired pro- 
tection. Indirectly a part of the cost would be borne by the Federal Government 
by reason of the reduction in revenue resulting from the credit on the tax. In- 
deed, it seems to me the only objection to the bill which deserves consideration is 
this feature. But, admittedly, it is a serious objection. I have not been able to 
ascertain the cost of such a program as I propose. That is a matter deserving, 
of course, of the most careful scrutiny. 

I would like to point out, however, that the only cost would be through loss of 
revenue. No gigantic bureau would be needed to administer such a plan, and this 
in itself, I believe, is a very considerable factor in its favor. I would like to point 
out, too, that the success of the program which I advocate in leading taxpayers to 
obtain insurance would play an important part in the eventual cost, since pre- 
miums would be directly affected by the number of people covered. If we accept 
the premise that some kind of health insurance is needed—and I believe we 
must—lI can think of no program heretofore proposed which appears to offer as 
much for as little cost. 
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Also, the question will be raised: How about the people who don’t pay income 
taxes? Obviously, the tax-credit plan would not meet the health-insurance needs 
of those who are exempt from paying income tax. By the same taken, however, 
no health-insurance method would of itself be applicable to the unemployed or to 
the lowest income groups. Separate provision for their care has been made in 
the past through public funds. That will always be necessary. 

The suggestion that the income-tax field be used to foster a governmental so- 
cial purpose is by no means new. For example, we are now allowed to deduct 
charitable contributions; this deduction is designed to encourage support of 
charities and the result is that part of the amount of these donations is indi- 
rectly borne by the Federal Government. 

The first step in the direction of the proposal made by H. R. 482 has already 
been taken in our tax laws, since, under the existing regulations, health-insur- 
ance premiums may be included in determining the right to a deduction for un- 
usual medical expenses. 

It seems to me that the tax-credit plan offers a simple, sensible solution 
to the health-insurance problem. To the millions of our citizens, it holds 
out the real possibility that the fight against the ravaging cost of ill health 
can yet be won. 

Also pending before your committee is H. R. 474, section 2 of which would 
provide for an amendment to section 23 (x) of the Internal Revenue Code. 

Under present law, medical and dental expenses up to 5 percent of one’s 
income must be borne as a personal expense—and, equally unjust, there is a 
maximum limit to the deduction. If the applicable section of H. R. 474 were 
enacted, all medical and dental expenses paid during the taxable year, not 
compensated for by insurance or otherwise, would be deductible for income- 
tax purposes in the case of a taxpayer with an adjusted gross income under 
$2,000; all such expenses over 1 percent if his gross income is between $2,001 
and $4,000; all such expenses over 2 percent if his gross income is between 
$4,001 and $6,000; all such expenses over 3 percent if his gross income is be- 
tween $6,001 and $8,000; all such expenses over 4 percent if his gross income 
is between $8,001 and $10,000; and all such expenses over 5 percent if his gross 
income is over $10,000. 

The purpose of this provision of H. R. 474 is to bring about fair treatment, 
with regard to actual medical and dental expenses, for the small taxpayer. It 
seems to me that justice and equity require that some system be established 
which will more adequately recognize the greater need for this medical-expense 
deduction in the case of those with modest incomes. The man who makes 
$2,000 a year feels the pinch acutely when a long sickness strikes or a major 
operation becomes a matter of life or death. He can deduct only those expenses 
above $100, although he has little income against which to offset them. When 
sickness strikes this man, his earnings are lowered or stop altogether, and 
usually the low-bracket worker must pay promptly to get the service he re- 
quires. On the other hand, the deduction for one enjoying a large income can 
even include expensive trips to health resorts. No consideration is given, under 
the existing law, to the fact that illness strikes without regard to the financial 
condition of the individual. 


TOPIC 4—DEDUCTION OF CHARITABLE CONTRIBUTIONS, INTEREST, 
TAXES, AND CASUALTY LOSSES 


TESTIMONY OF HON. KENNETH B. KEATING, A REPRESENTATIVE 
IN CONGRESS FROM THE STATE OF NEW YORK 


Mr. Krarine. Under topic 4, Mr. Chairman, I have a bill before 
your committee. I might parenthetically state at this point that I 
am thoroughly appreci: iative of the problem which your committee 
has. I have not heard any witness appear before your committee 
asking that anybody pay more taxes or that there be any less deduc- 
tions under the tax law. I appreciate the fact that you have a great 
problem before you to winnow out those propositions which seem to 
you meritorious and to separate them from others. 

The Cuairman. I want to say to you, Mr. Keating—and we appre- 
ciate the valuable contribution you are making—but this is undoubt- 
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edly the largest, most difficult task that has been undertaken by this 
committee since 1808. 

Mr. Kratina. I have no doubt that is true. 

The CHarrmMan. We need all the help we can get, even in the con- 
servation of time and everything, because it is an everyday proposi- 
tion for weeks. 

Mr. Keratina. I realize that, Mr. Chairman. 

This bill that I refer to is another section in H. R. 474, which is 
before your committee. 

The Cuatrman. What topic are you on? 

Mr. Keatine. I am on topic 4 now. 

The present law with regard to interest deductions seems to me 
unfair in many instances to the small taxpayer who buys an automo- 
bile, a refrigerator, or a stove on time. Persons with small incomes 
are often unable to pay cash for these items, and some finance com- 
panies prefer to have a customer make a downpayment and settle the 
rest of the amount by paying notes which show a face amount that 
includes interest, although it is not designated as such. 

Under existing regulations the taxpayer is unable to deduct for 
income-tax purposes any interest paid in such transactions because the 
amount of the interest is said to ™ unascertainable. The small tax- 

ayer is often unable to obtain credit at a bank and the hidden interest 
. is required to pay on installment purchases may be abnormally 
high. 

On the other hand, the taxpayer with a large income can usually 
borrow from a bank if he prefers this method to paying outright cash 
for a purchase, and the interest he pays is easily distinguishable and 
deductible for tax purposes. 

The purpose of H. R. 474 is to allow a taxpayer who purchases 
an item like that on time itself to deduct 6 percent of the price of such 
purchase or the actual interest designated, whichever is greater. 

It strikes me that this is definitely a loophole in the existing law 
which should be plugged for the benefit of those with modest incomes. 

I have a statement with regard to that, Mr. Chairman, which with 
your leave I will file. 

The Cuatrman. Without objection, it is so ordered. 

Mr. Keatina. Mr. Chairman, finally, I do want to say that I am 
familiar with the problem presented by the next witness, my colleague 
from New York, Mr. Ostertag, and I emphatically endorse the pro- 
posal which he is about to make to you having to do with the deduction 
for damages suffered by those who have had such great difficulty with 
the high-water levels in the Great Lakes area. They have suffered, 
as I believe the chairman is aware, to a great extent in their properties, 
and under existing tax laws they are meeting with great difficulty in 
getting what they consider an adequate deduction for their losses in 
that regard. They interpret the word “casualty” in such a manner 
as to exclude a great deal of their losses. 

Mr. Ostertag will present the matter more fully, but I wanted to say 
to the committee that I do think that his bill merits very close study. 

The Cuatrman. The damage was very great in my own district on 
Lake Erie. 

Mr. Krartna. I am sure that is true. 

I thank the chairman and the committee very much. 

The Cuatrman. We thank you for your appearance here and for the 
contribution you have made. 








122 GENERAL REVENUE REVISION 


(Statement submitted by Mr. Keating follows :) 


TESTIMONY OF REPRESENTATIVE KENNETH B. KEATING (REPUBLICAN, NEw York) 
LerORE THE House COMMITTEE ON Ways AND Means Re Topic No. 4 OF THE 
REVENUE REVISION HEARINGS 


Mr. Chairman and members of the committee, the present law is unfair in 
many instances to the small taxpayer who buys an automobile, a refrigerator, 
or a stove on time. Persons with small incomes are often unable to pay cash 
for these items, and some finance companies prefer to have a customer make 
a down payment and settle the rest of the amount by paying notes which show 
1 face amount that includes interest, although it is not designated as such. 
Under existing regulations the taxpayer is unable to deduct for income-tax 


purposes any interest paid in such transactions, because the amount of the 
interest is said to be unascertainable. The small taxpayer is often unable to 
obtain credit at a bank and the hidden interest he is required to pay on install- 
ment purchases may be abnormally high. 

On the other band, the taxpayer with a large income can usually borrow 
from a bank, if he prefers this method to paying outright cash for a purchase, 
and the interest he pays is easily distinguishable and deductible for tax purposes. 

H. ht. 474 would detine the word “interest,’ as it is used in section 23 (b) 
of the Internal Revenue Code, so as to allow the taxpayer to deduct either 
6 percent of the price of such purchases or the interest designated, whichever 
is greater. This seems to me a fair provision to accomplish justice and equality 
in our tax laws. 

The Cuarrman. Mr, Eberharter will inquire. 

Mr. Exsernarrer. Mr. Keating, of course these suggestions which 
have been made to us within the last 3 or 4 days are all very appealing 
and are very worthy in many respects. It just occurred to me when vou 
were testifying if we followed those suggestions it would probably 
mean such a big loss in revenue we probably would have to forgo any 
general reduction of the tax rates to people not specially situated as 
those are for whom pleas have been especially made within the last 
few days. 

We are glad to have those brought to our attention because they 
are worthy and very deserving of consideration, but then there is a 
revenue consideration, too. 

Mr. Krartna. I appreciate that, and I do include in my prepared 
statement which I am filing a recognition of the great problem which 
this committee has in meeting this loss of revenue question. I have 
not been able to get any authoritative figures on the amount of revenue 
loss involved, and that of course is a serious question with this com- 
mittee. 

I might say with reference to this interest proposition which I have 
been discussing, I think that is not a particularly serious problem, 
but it is with reference to the medical deduction which I have been 
discussing. I appreciate that fact. It will require by this committee 
and its staff as to what revenue problems are involved in those sugges- 
tions. I realize that. 

Mr. Esernartrer. Thank you. 

The Cuarrman. Any other questions? If not, we thank you sir, 
again, for your appearance. 

The next witness is the Honorable Harold C. Ostertag, Representa- 
tive from New York. 

We are glad to have you here, Mr. Ostertag. We appreciate your 
appearance. If you will give your full name and address for the 
record. 
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STATEMENT OF HON. HAROLD C. OSTERTAG, A UNITED STATES 
REPRESENTATIVE FROM THE STATE OF NEW YORK 


Mr. Osrerrac. I am Representative Harold C. Ostertag, represent- 
ing the 389th District of New York. 

Mr. Chairman, I wish to address your attention to my bill, “ R. 
4166, which I believe properly falls within the category of topic 4 

I wish to urge on you and the committee favorable consideration 
of my bill, H. R. 4166, which would provide a deduction for income 
tax purposes of losses caused by abnormally high water levels. 

My concern in this matter stems directly from the plight of thou- 
sands of residential property owners along the shores of the Great 
Lakes who, for reasons they could not anticipate and cannot prevent, 
have sustained property losses running into millions of dollars because 
of abnormally high water. However, the provisions of this bill would 
be applicable wherever abnormally high water has caused damage 
to a homeowner’s property. 

The problem which led to the introduction of this bill arose early 
this spring when the Bureau of Internal Revenue ruled that losses 
resulting from abnormally high water were not deductible, because 
they were not a c asualty, as that term is generally construed. The 
Bures 1u has held that suddenness is the prime element involved in a 

sasualty, as contrasted with losses resulting from a steadily operating 
cause. It is my belief, Mr. Chairman, that the Bureau and perhaps 
even the courts have taken too narrow a view of the term. The courts 
have conceded that “casualty” means “that which comes without de- 
sign, or without being foreseen; an unfortunate occurrence”; while 
the dictionary describes a casualty, among other things, as “a chance 
occurrence.” 

Mr. Chairman, the abnormally high water levels on the Great Lakes 
assuredly fit all of these definitions. They arose without design, they 
were certainly unforeseen and unfortunate, and they were undeniably 
a chance occurrence. 

For the most part they have been the result of a sustained period of 
high rainfall in the Great Lakes Basin. No one could predict it; 
no one can chart it, except in retrospect; no one can say how long it 
will last or when it will abate. It is about as casual, in the sense of 
being unfortunate and unforeseen, as anything in the universe. There 
have been high and low cycles of rainfall in the basin before, and 
there will be again, but the records of the C orps of Engineers show 
that they follow no recurrent pattern as to intensity or duration, and 
those who live in the basin are wholly at their mercy. 

In addition to these natural causes, the residental property owners 
along the Great Lakes have been the victims of certain man-made 
diversions and obstructions in the basin, which are acc omplished 
through joint action of the Governments of the United States and 
Canada without reference to their effect on the shorefront properties 
on the lakes. I refer to the diversion into the basin of the two Cana- 
dian waterways, Long Lac and the Ogoki River, and the obstruction 
placed across the St. Lawrence River called Gut Dam. These have 
added a calculable amount of water to the lakes and measurably 
increased the water damage due to natural causes. Thus, the casualty 
has been compounded. 
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Mr. Chairman, the extent of the damage resulting from these causes 
has been extensive and severe. A study made last year by the Corps 
of Engineers and entitled, significantly, “Preliminary Examination 
Report on Property Damage on the Great Lakes Resulting From 
Changes in the Great Lakes Level,” estimated that, between the spring 
of 1951 and 1952, approximately $61 million worth of damage had 
been sustained by shorefront properties on the United States side 
of the Great Lakes. This, let me emphasize, was the amount of 
damage which was done in a single year. Of the total, the Engi- 
neers Corps found that approxims ately $11 million worth of property 
damage was due to erosion or inundation resulting from changes in 
the Great Lakes levels. 

A later report made by the corps on the same subject said, and I 
quote: 
current high lake levels have caused extensive damage along the shores of the 
Great Lakes— 
and it noted particularly: 


severe inundation damages on Lake Ontario, principally along the 18 miles of 
shore adjacent to Rochester Harbor, N. Y., and in the vicinity of Great Sodus 
Bay. 


In fact, the Engineers’ survey found that the major portion of the 
entire Great Lakes shoreline has been “affected to some degree by 
either erosion or inundation, or both.” 

Mr. Chairman, to the extent that these circumstances have caused 
losses to business properties, the taxpayers are protected under the law 
and may take deductions for them for income-tax purposes. To the 
extent that they have damaged or destroyed residential Pie 


however, the taxpayer is without redress. In justice and equity, I 
believe these people should be afforded some measure of relief by recog- 
nizing that they have sustained losses which they could not anticipate, 
could not ward off, and could not prevent. 

The bill under consideration would extend them this relief by in- 
cluding abnormally high water as a casualty, along with fire, ship- 
wreck, storm, or theft. It recognizes that the homeowners’ losses 
are as grievous under one as the other, and it provides the same 
degree of relief therefor. 

The Crarrman. I want to thank you, sir, for your appearance and 
the very fine statement you have presented here to the committee. 
It will be very helpful to us, I am sure. 

Are there any questions ? 

Mr. Simpson will inquire. 

Mr. Simpson. Mr. Ostertag, under the present interpretation of 
the law, if there be a flash flood and a lot of water should come down 
and wash away a home, that would be a casualty, would it not, and 
relief would be given ? 

Mr. Osrerrac. The present law and interpretation deals with losses 
arising from fire, storm, shipwreck or other casualties, or from theft. 
Whether or not sudden high water as a result of a flood has been con- 
strued as being allowed such relief, I cannot say. In the case of high 
water and a storm it has not been recognized. 

Mr. Stmpson. But the damage is done to the property which has 
been built in these areas. 

Mr. Osrertaa. That is right. 
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Mr. Stmpson. You are interested in protecting the property owners 
there, giving them relief on account of that damage ? 

Mr. Ostertac. On account of damage caused from high water and 
a combination of high water and storms. 

Mr. Srupson. Abnormally high water; yes. Thank you, sir. 

Mr. Kean. May I ask about that? Do they turn down abnormal 
high water? I can see where they turn down normal damage from 
water if a person takes the risk of building his house upon the sand 
and it gets injured, I can see where they might duck that. But if 
you have an act of God, a casualty under the other provisions of the 
casualty section which you have just referred to, you can take a loss. 

Do you mean to say if you had a hurricane, high water, a tidal 
wave brought in by a hurricane, by an unusual situation, they would 
not allow deduction 4 

Mr. Osrertaa. 1 did not mean to imply that, because I think that 
would come under the meaning of a storm, and a storm is recognized 
under the law as a reason or a cause for a casualty. But high water, 
particularly high water that rises slowly rather than coming down 
as a torrent in a river as a result of sudden rainfall, is not recognized. 

As the good chairman of your committee well knows, in the Great 
Lakes Basin we have had unusually high water, and this high water 
has been caused by heavy rainfall, but it also has been caused by man- 
made causes—that is, the dams and diversions of waters—all of which 
have caused serious property damages. ‘These property damages 
probably were the result of a combination of both high water and, 
say, mild storms or winds or other things of that kind. But the real 
reason for the damage has been the abnorm: uly high water over which 
these people have no control. 

It seems to me that in fairness and justice to all, if anyone can 
deduct a loss for a storm or shipwreck or fire, something over which 
they have no control, such as high water, also ought to be deductible. 
The funny part of it all is that if it is a business property it is de- 
ductible, but if it is a private property for home use, it is not deductible. 

Mr. Kean. I am interested in your suggestion on account of the 
situation in the New Jersey area where along the coast a certain part 
of the coast seems to be being worn away and there is a considerable 
amount of damage. 

Mr. Ostertrag. Also, Mr. Chairman, I would like to call to the 
attention of the committee that this bill does not apply to the Great 
Lakes alone. I merely cite the Great Lakes problem as an ex: a. 
It would apply to abnormal high water anywhere causing property 
damage. 

The Cuatrman. Mr. Eberharter will inquire. 

Mr. Exsernarter. I think we have had this suggestion before us in 
the past. What you are requesting is the abnormal high level, not the 
normal. 

Mr. Osrertag. That is true. 

Mr. Epnernarrer. Just the abnormal. You feel that a flood in the 
rivers is just about the same as the results of a flood along the lakes or 
along the ocean ¢ 

Mr. Osrerrac. That is right, sir. 

Mr. Esernarrer. I remember we had this question before us before. 
I think your suggestion is very reasonable, because it is a suddenness 
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r the unexpectedness of it. If there is a slowly rising tide, for in- 
stance, there is a distine a or a difference there, isn’t there ? 

Mr. Osrerrac. There is somewhat a difference between a sudden 
flood in a river, let us say, and the gradual rise of high water in the 
lake, because the rise of the water of a lake is not so sudden as it would 
be coming down a river, but the results are the same, and the whole 
problem comes from the language in the law dealing with casual. 

Mr. Esernarrer. Thank you. 

The Cuairman. Mr. Mason will inquire. 

Mr. Mason. I want to add this: If I build my home and/or my 
factory along the river bank or a Jake bank I have no control over the 
waters in either the river or the lake, and if over a period of years 
the water rises and falls and damages my property, it seems to me that 
is the risk I took when I built there. 

Mr. OsrertaG. ‘That perhaps is true, but I would say that if you had 
a business along a lake and it was damaged from high water, under the 
present law it is deductible, but if you own a residence along the lake 
at the same spot and it is damaged from high water, it is not deductible. 
Is that fair? 

Mr. Mason. No; it is not. I agree that there should be the same 
treatment for a residence, because that is money invested, as for a 
factory. What 1 am trying to get in my mind is that if I risk building 
either a residence or a factory, that ismyrisk. If I violate the biblical 
injunction and build upon sand and not upon rocks, I do not know why 
I should not suffer the penalty for it. I agree that there should be the 
same treatment. 

Mr. OsrerraG. Mr. Mason, the question is not so much whether it 
was a wise choice or wise judgment as to where you built, because the 
Government under Internal Revenue Code does provide for deductions 
from certain types of losses. If we want to eliminate risk from the 
very beginning then we should have no exemption at all in the code, 
but if we are going to have certain exemptions from losses then I think 
they should be fair and equitable. 

Mr. Curtis of Missouri. I just wanted to point out there is a vast 
difference between business property and residential. You do not get 
maintenance costs for your residence. You do for business, of course. 

Actually you do ultimately get any serious loss that is reflected in 
residential property in the event of resale because you get your c apital 
loss, certainly. So I think it is confusing the issue to compare resi- 
dential with business property, much as I sympathize with the 
problem. 

I might go further and say that if you want to put abnormally high 
water levels, it should be abnormally low water levels, too, because you 
can have damage from that, or you could go one step further and say 
drouth, as out in Oklahoma and Kansas and certain sections of Mis- 
souri. There is a reason I think that we have distinguished between a 
sudden casualty and damage from it and that which occurs over a 
period of time in years. I just wanted to add that comment in view 
of the other comments that have been made. 

The Cuatmrman. Thank you very much for your contribution, Mr. 
Ostertag. 

Mr. Osterrac. Thank you, Mr. Chairman. 





GENERAL REVENUE REVISION 


The Cuarrman. I would like to at this time ask unanimous consent 
that the Honorable Gerald R. Ford be permitted to file his statement 
instead of making a personal appearance on this subject. 

Mr. Mason. I would be glad to do that at this time. 

(Mr. Ford’s prepared statement follows:) 

JUNE 17, 1953. 
Hon. DANIEL REED, 
Chairman, House Ways and Means Committee, 
House of Representatives, Washington, D. ¢ 

Dear Mr. Reep: This is in reference to my bill H. R. 1018 providing a deduc- 
tion for income-tax purposes of losses and certain other — nses caused by the 

abnormally high water levels in recent years on the Great Lakes. I am informed 
that your committee is now considering legislation on this subject matter. 

I strongly urge the House Ways and Means Committee to act favorably on 
legislation of this sort. The legislation is needed to clarify the position taken 
by the Bureau of Internal Revenue that most of the damage from high water 
was caused by a slow process as in the case of erosion, and is therefore not a 
deductible expense. In 1952, however, literally thousands of property owners 
on the Great Lakes suffered untold millions of dollars’ worth of damage, not by 
any slow, creeping process, but by high water levels plus violent storms. These 
losses and related expenses should be deductible. 

I will appreciate your cooperation in making this letter a part of the record of 
the hearings before the House Ways and Means Committee for the revision of the 
Internal Revenue Code. 

Sincerely, 
GERALD R. Forp, Jr. 
Wember of Congress. 


The Cuatmrman. The next witness is Mr. H. J. Heinz. Will you 
give your full name and address and the capacity in which you appear? 
We will be glad to hear you. 


STATEMENT OF J. H. HEINZ II, PRESIDENT, COMMUNITY CHESTS 
AND COUNCILS OF AMERICA, INC., NEW YORK CITY, N. Y. 


Mr. Hernz. Thank you, Mr. Chairman, for your courtesy in per- 
mitting me to appear earlier than scheduled. 

My name is H. J. Heinz II, president of H. J. Heinz Co. of Pitts- 
burgh and president of Community Chests and Councils of America, 
Inc. 

‘The Community Chests and Councils of America is grateful for 
the opportunity to present testimony in connection with the subject 
of deductions of charitable contributions under the internal-revenue 
law. Perhaps it would be well to explain at the outset that our organi- 
zation is the national membership association of some 1,500 community 
chests and other united community campaigns. Each of these mem- 
ber organizations is completely autonomous, locally controlled and 
independent in all respects of the national association. 

While the national association serves as spokesman for them, it 
exercises no control whatever over their practices or policies. 

We speak for the largest segment of the field of voluntary health, 
welfare, and recreation services. We are directly concerned with the 
field of health, welfare, and recreation, but the considerations which 
we bring to your attention are also of national concern and interest to 
the related fields of religion and education. 

At the present time contribution support of community chests is 
at the rate of $260 million a year. This represents about 30 percent 
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of the income of the 18,500 organizations supported by chests and 
other united community campaigns whose total income is therefore 
estimated to be about $875 million a year. 

Of course, $260 million is not in itself an overwhelming total, but 
it cannot be underestimated in either terms of absolute size or relative 
importance. Many of the organizations supported by chests are vir- 
tually 100 percent dependent upon the community chests for the funds 
with which to carry on their operations. While the largest number 
of these 18,500 organizations which are covered depend upon the chest 
for the majority of their operating revenue. If chest funds were not 
available to these health and welfare agencies, the only alternative 
under a voluntary system would be to increase charges for services 
rendered to the point where many who need them could not afford to 
pay for them. 

In a sense, therefore, chest funds make it possible for other substan- 
tial voluntary funds to be employed in advancing the health and well- 
being of our citizens. 

This contribution support is important not alone from the stand- 
point of providing direct service but also from the standpoint of 
naintaining, preserving, and making available for continuous com- 
rounity service plant and facilities worth billions of dollars. The 
estimated value of the property of voluntary hospitals and other wel- 
fire organizations in 1949 was $6,369 million, according to the Russell 
Sige Foundation. While the capital value of the property of the 
organizations supported by chests and united community campaigns is 
not accurately known it is estimated to be several billions of dollars. 

[t is difficult to realize how important the operations of voluntary 
health, welfare, and recreation organizations are to the welfare of 
local communities. Our studies cetera that on the average $50 per 
person in the total population is spent each year in the typical Amer- 
ican community for health, welfare, and recreation services. Of this, 
about $28.75 comes from taxes, including grants and subsidies from 
the Federal Government and $21.25 from private sources includin 
contributions to community chests. That is $28.75 from taxes an 
$21.25 from private sources. 

Thus, for example, in Atlanta, Ga., $13,648,000 in tax funds were 
spent for these purposes, while $10,234,000 was spent from voluntary 
funds. In Buffalo, the figure was $28,300,000 from taxes and $18,« 
360,000 from voluntary sources. In Des Moines, $6,800,000 from taxes, 
and $4,700,000 from voluntary. In Hartford, $11,321,000 from taxes, 
and $10,900,000 voluntary. 

Right here, in Washington, $29.5 million and $16.5 million. 

We have here for the use of the members of the committee, Mr. 
Chairman, copies of the expenditure study of 1950 which is available 
to the clerk and copies have been provided for all the members of the 
committee in accordance with your procedures. 

The Cuarrman. Thank you. 

Mr. Herz. Those data are available. } 

These figures underscore the importance of the partnership which 
exists between voluntary and governmental efforts to advance the 
health and well-being of all the people. Without this partnership 
it would be impossible to maintain either the quality or the volume of 
service at its present level. 
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Even more impressive are the figures which show that up to 40 per- 
cent of all the people in important urban centers receive some health 
and welfare service from one or more of these community chest-sup- 
ported agencies in any single year. 

I may add, parenthetically, on both sides of the railroad track. A 
dramatic example of this not being recognized by good friends of 
yours or mine exists in the case of the vice president of my own com- 
pany, who had always been a genius supporter of the annual commu- 
nity chests but had always thought of it as something which helped 
people on the other side of the railroad track. But as his children 

rew up, he realized 1 year, to his delight, if not a little chagrin, that 
he had 2 boys who were members of the Boy Scouts and a daughter 
who had joined some one of the girl social service clubs—I think it 
may have been the YWCA—and was enjoying weekly swims in their 
pool. The point is, both sides of the railroad track, the total commu- 
nity, benefit from this, rather than just those people who are, shall 
we say “less fortunate than the rest of the community.” 

When one considers the total adult givers to community chest cam- 
paigns are about 1 in 4 of the total population and that that 1 is prob- 
ably the head of the family, it will become apparent that the chest 
slogan “Everybody gives—everybody benefits” accurately sums up the 
total situation. 

As to the support which comes to community chests, about 40 per- 
cent of the money is from corporations and unincorporated business 
organizations, about 30 percent from the hourly rated workers of 
those corporations, and about another 30 percent from executives, 
individuals of means, white-collar workers, professional people, and 
others. 

Obviously the allowability of deductions for these contributions 
has both practical and moral significance. From the practical point 
there would not be anything like the present kind of giving without 
deductibility allowance. But in another sense the allowance is a kind 
of underscoring of the belief of the Federal Government that volun- 
tary activity in these fields is desirable and that citizens ought to 
engage in it. 

In fact, it is this sort of practice which, more than almost any other 
thing, designates what we call the American way of life. 

Not in my written testimony, but I should like it in the record, if 
you please, sir, is the fact that to my knowledge, with the exception 
of Canada, there are no such deductibility features in the revenue 
laws of any of the other nations in the free world, and if we take our 
English-speaking cousins in the United Kingdom, where the kind 
of social service performed by professionals is of a very high order, 
I know that our own company gives only a fraction of what in 
proportion to its size we do as a corporation in this country. I can 
only conclude that though the service which is performed is of a 
very high order, which I know to be a fact, either the amount of it is 
less or it is supported from tax revenues. 

It is our firm conviction that if the 5 percent deductibility allowance 
for corporate contributions and the 20-percent deductibility for per- 
sonal contributions were lowered or eliminated, irreparable damage 
would be done to the entire structure of voluntary health, welfare, 
and recreational service, as well as the spirit of neighborly concern. 
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We make no special plea for lifting the deductibility ceiling, 
although we are aware that there are some individuals and corpora- 
tions whose total contributions now press hard against these aliens. 
We do earnestly urge, however, that the present allowances remain 
in force at least at their present levels. 

It is our opinion that the present provisions of the law do encourage 

. high level of giving, provide for an adequate volume and quality 
of services, encourage an appropriate partne rship with Government, 
a spirit of voluntarism, and, last but not least, a kind of important 
citizenship development with attendant responsibilities. 

It might be said that contributions are a kind of voluntary tax. 
While there has always been and always will be much clamoring for 
a lowering of mandatory taxes, we have never heard anyone yet sug- 
gesting lower voluntary taxes, at least hardly anybody. The voluntary 
acceptance of responsibility for the welfare of all our people must 
be encouraged in every possible way, and there is no better way to 
foster it than for the Federal Government to continue the deductibility 
of contributions which is so wisely a part of our present law and 
practices. 

We ap preci ate, Mr. Chairman, the opportu nity to present these 
matters to your atte ntion and would be es grateful for the oppor- 
tunity of answering any questions which the members of your com- 
mittee should like to ask, 

The CHarrMaANn. Does that conclude your statement ? 

Mr. Heinz. Yes, sir. 

The CuatrMan. We thank you very much, Mr. Heinz, for your 
presentation here, of the facts relating to the community chests and 
the services they render. 

Are there any questions? Mr. Curtis of Missouri will inquire. 

Mr. Curtis of Missouri. I just wanted to clarify one part of you 
statement. I think I realize what you meant. On <page 3, when you 
talk about your studies indicate an average of $50 per person is 
given in the typic: al community, you are talking now solely about the 
contributions rather thar the amounts that might be paid by the par- 

cular person for those services. Is that right ¢ 

Mr. Hernz. I am talking about the amount expended from its tax 

r voluntary sources per person. 

Mr. Curtis of Missouri. In other words, take a hospital, for ex- 
ample. Most of our hospitals have revenue that they derive from 
the fees patients pay themselves. The $50 is the amount of what you 
might say is charitable donation to take care of the cost which exceeds 
the amount realized from fees. 

Mr. Heinz. That is right, or in the case of a hospital, or State aid 
going toward the hospital. 

Mr. Curtis of Missouri. It is a sort of endowment feature. 

Mr. Hernz. Yes, sir. 

Mr. Curtis of Missouri. I thought that was correct. 

The Cuarmman. Any other questions? You have made a very fine 
and constructive statement. We thank you very much for your ap- 
pearance. 

Mr. Heinz. Thank you, Mr. Chairman. 

The Cuatrman. The next witness is Mr. John E. Kalupa. 
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STATEMENT OF HON. JOHN E. KALUPA, DEPUTY COMPTROLLER, 
CITY OF MILWAUKEE, WIS. (Topic 33) 


Mr. Kavura. Mr. Chairman and members of the committee, I come 
here appearing on topic 4, and I might explain that we served notice 
to the clerk of this committee at the time that H. R. 2734 was intro- 
duced, and that was some time ago. Last week we were notified by Mr. 
Grand, Jr., to be here at 10 o’clock this morning to appear on the bill. 
Looking over the topics we fit in No. 33. We don’t fit, I don’t think, 
in No. 4 

Upon getting further information from Miss Taylor this morning, 
I am here and I would beg of you and the members of the committee 
to hear this 7-minute paper and apply it to No. 33 when you get to it. 

The CuHarrman. We will be very glad to do it, sin 

Mr. Katupa. Thank you, sir. 

Bill No. H. R. 2734 appears to have as its purpose the objective of 
removing Federal tax exemption from municipal bonds where such 
bonds are issued for the purpose of the development of property by 
local governments for leasing to nonpublic enterprises. ‘This danger- 
ous practice has been especially apparent in a few Southern States 
where tax-exempt bonds have been issued to construct factories, with 
the tax-exemption feature being used as a means of attracting indus- 
tries into what are essentially socialized factory buildings. 

Though the objective of this bill in eliminating this practice is laud- 
able, I do not believe the measure as it is drawn is a wise one. My first 
objection to this measure is that it will not accomplish the purposes 
that it sets out to accomplish. My second objection is that certain 
proposed projects which are basically public projects and which will 
be of substantial benefit to the public will be affected adversely by the 
legislation as it is drawn. My third objection to the bill as it now 
exists is to the general thinking behind the bill. 

The bill will not accomplish what it sets out to do. The measure as 
it is drawn prescribes two conditions that must exist before State or 
municipal bonds can lose their tax-exempt feature. The first of these 
is that the obligations in question shall not be issued in connection 
with the acquisition, construction, equipment, or other development of 
property which is to be operated by one or more nonpublic enterprises. 
The second is that such obligations shall not be secured by the general 
credit of the governmental unit issuing them. 

Obviously, if any local unit of government is sufficiently interested 
in enticing factories into locally subsidized plants, such a government 
will not hesitate to use general obligation bonds for this purpose. This, 
in fact, is already the case. If such bonds are to be marketable at a 
sufficiently low rate of interest, they would have to be general obliga- 
tion bonds. Thus, the primary objective of this bill would not be 
achieved. 

Not only does this bill fail to provide the proper machinery to pre- 
vent the undesirable practices I have described, but I question the 
very basis for any Federal intervention in this field. It is not a proper 
Fe ler al activity to prescribe the purpose for which municipalities 
may issue general obligation bonds or revenue bonds. Putting an end 
to an undesirable practice of a local government must be done first by 
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local electors and taxpayers and then by State government and public 
opinion. In my opinion, the Federal Government has neither the 
right nor the power to supervise local government policies and activi- 
ties. 

The bill will have an ee se effect on pu blic projects. My second 
major abtoction to this measure is that it would prevent the city 

Milwaukee from mroneadiinle with the issuance of revenue bonds 
for parking because it will remove the tax exemption from such bonds. 
The resultant increase in the rate of interest would probably make 
the proposed parking projects that the city is contemplating economi- 
cally impossible. 

If our city is to survive, it is necessary that we have the power to 
provide parking in our central business districts. The manner in 
which this is done m: ay vary from city to city. The State of Wis- 
consin has given us this power by permitting us to issue revenue bonds 
for off-street parking projects. In the city of Milwaukee, the method 
which we propose to use would be in conformity with the State stat- 
utes. Only mortgage-revenue bonds payable from proceeds of the 
parking facilities so erected or from parking meters can be issued. 
These bonds cannot be general-obligation bonds. Our State statutes 
further provide that any fac ilitiee “constructed must first be offered 
~ lease to private enterprise. A very necessary civic project would 
be affected adversely by this proposed measure because the obligations 
in question would be issued in connection with the acquisition, con- 
struction, or development of property which would be operated by 
private enterprises, even though such operation might be in the public 
interest, and, furthermore, because such obligations would be revenue 
bonds not secured by the general credit of the city of Milwaukee. 

The matter of provision of parking in downtown districts is a 
matter of municipal survival not only to the city of Milwaukee but 
to almost every other major city in this country. The economics of 
parking structures requires every saving possible in order that in- 
expensive parking may be provided on a large scale. To achieve 
low rates “6 at the samé time maintain the financial soundness of 
the project, it is necessary to make such savings in interest costs and 
taxes as may ‘ab necessary to permit the establishment of reasonably 
low fees for parking on high-value land in the central parts of our 
city. The removal of tax exemption from parking revenue bonds, 
would, in effect, destroy the usefulness of such obligations in the 
financing of off-street parking projects. The city of Milwaukee can 
issue no other type of bond for the provision of off-street parking. 
We are opposed to this measure because it would render impossible 
the construction of such necessary projects. 

My final objection to thi is measure lies in the fact that it may open 
the door to taxation of other types of municipal securities. The 
pees against such enaction have been gone into many times 
before this committee and other committees of the Congress, and these 
irguments have generally been sustained both by the committees and 
by the two Houses of Congress themselves. 

In view of the fact that the proposed measure would not accom- 
em its objective but rather would destroy vital municipal programs 
that are necessar y to the very survival of the central business districts 
in our large — I urge the committee not to act favorably on bill 
No. H. R. § . Lask you not to open the door to the controversial 





GENERAL REVENUE REVISION 133 


and undesirable policy of taxation of municipal bonds and the threat 
to the integrity and independence of State and local government that 
such a policy would represent. 

The Cuarrman. We thank you, sir, for your appearance. You have 
concluded your statement; have you? 

Mr. Kaupa. Yes 

The Cuarrman. Mr. Kean will inquire. 

Mr. Kran. Mr. Kalupa, I am very much interested in your state- 
ment because I have been working on a bill on exactly the same propo- 
sition as Mr. Multer’s bill. I have it drafted here, but I have not in- 
troduced it as yet on account of some of the objections which you 
mentioned. 

I think your second objection, that it would interfere with public 
projects in a place like Milwaukee, would be completely eliminated by 
the wording of my bill which says: 

Shall not include indebtedness incurred on or after January 1, 1954, to provide 
funds for the acquisition or improvement of real property to be leased for a term 
of more than 5 years to a private person— 

Of course that includes corporations, that is the definition of a corpo- 
ration, a private person— 

to carry on an industrial or commercial trade or business for the purpose of 
marketing goods in interstate commerce. 


I think that would eliminate any of the possibilities that you had 
that it would interfere with what is a legitimate function of govern- 
ment such as providing parking space or anything else whic h would 
be considered in that category. 

The reason I added the words “for the purpose of marketing goods 


in interstate commerce” was that I thought somewhere in the townhall 
you might have a few extra rooms and you might say, “We will use 
that for a candy store or tobacco store,” which would be a perfectly 
natural thing to do if you had some extra space. The way I worded 
it here it would completely eliminate the objection as far as interfer- 
ing with what is a legitimate function of the city. 

Of course you cannot commit yourself on just hearing it read by 
me, but as far as it sounds, it sounds all right to you, does j it not ? 

Mr, Karura. You gentlemen all know that in all American cities 
parking is America’s No. 1 headache. It isa real problem. With the 
output of automobiles going into millions each year, we in Milwaukee, 
as in any other city in Americ a, have a problem. 

Any tax of bonds where the city itself is involved in attempting to 
alleviate this problem naturally is a hardship. I have appeared be- 
fore this honorable committee—I think this is the fifth time—and I 
am rather acquainted with your procedure. I usually appear here 
before your group because we know what our problems are on munici- 
pal bonds, 

Mr. Kean. The wording I have in this bill would not endanger such 
actions. 

Mr. Kauura. As I look at the topics, Mr. Chairman—— 

Mr. Kean. You have not seen this bill because it has not been 
introduced. 

Mr. Katupa. No, I haven’t. But as I look at these topics, the city 
of Milwaukee in some form is involved in so many of these topics and 
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portions will be heard as time goes on. I am happy that the chairman, 
together with the members of the committee, have heard me today to 
get our portion into this topic, even if it does apply to No. 33. 

Mr. Kean. How about answering my question ¢ 

Mr. Katupa. Yes; I agree with you on your question. I thought I 
answered it. 

Mr. Kean. Another thing: You state that you do not like this bill by 
Mr. Multer, and of course it is also in my bill, on account of the fact 
that you sense a possible danger to the future tax exemption of all 
bonds if the Congress says that these bonds, which we all acknowledge 
are the evil bonds, should be taxed. How would you try to correct 
this evil? In Mississip ypi a couple of years ago I believe they issued 
$12 million bonds of this type. Then the i nvestment b: inkers | associa- 
tion discouraged it and said that it was against the policy of the mem- 
bers of the investment bankers association to have this type of bond. 
Yet, even at that there was $6 million issued last year. There were 
even bonds issued, not in the full faith of the town, by which the 
holder of these municipal bonds was allowed to convert atter a period 
of years into the stock of the corporation. 

Do you think the tax-exempt features, the privilege of issuing tax- 
‘xempt bonds could be continued in a situation like that? 

Mr. Karvupa. I think in that particular case when bonds are issued 
to build factories, 1 think the privilege of being tax exempt is being 
abused. 

Mr. Kean. It is certainly being abused, but how are we going to 
stop it? If we let them get away with it and continue it, it will grow 
and grow. 

Mr. Kavura. Mr. Kean, my point is that we as a municipality have 
nothing to hide in our way of issuing bonds, and we would fall under 
this bill. 

Mr. Kean. But under a bill such as I have suggested it would not 
affect you at all, because it does correct your fundamental objection 
to the principle of the whole thing. 

Mr. Katura. That is right. I would like to get a copy of that bill, 
Mr. Kean. 

Mr. Kean. I will probably introduce it in a day or two and I will 
be glad to send you a copy of it. But it does not meet your funda- 
mental issue, which I can see some justification for, that if you put 
the camel’s nose under the tent, something else might be done in 
the future to attempt to tax municipal bonds. 

Mr. Katura. We will be happy to get the bill and the chances are 
[ will be here again to testify at your next hearing, giving our views. 
Thank you for the opportunity. 

The Cuatrrman. We thank you, sir, for your contribution. 

The next witness is the Honorable William S. Bennet, of Bennet, 
House & Couts, New York City. 

We are very glad to welcome our distinguished colleague of former 
days. We are always pleased to see you and have you here. You 
always make a great contribution to the cause that you present, what- 
ever it may be. 
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STATEMENT OF WILLIAM S. BENNET, OF BENNET, HOUSE & COUTS, 
NEW YORK, N. Y. 


Mr. Bennet. I thank you very much for your very kind words, 
and I apprec iate the opportunity of being back here again. 

The CHatRMAN,. Will you state the capacity in which you appear, 
and we will be glad to hear you. 

Mr. Bennet. I “ in relation to a casualty loss, and I appear 
in advocacy of H. R. 1021, introduced by Representative Gamble 
on January 6, 1953, the title of which is “A bill to amend section 127a 
of the Internal Revenue Code and other statutes relating to the deduc- 
tion of war losses.” 

The necessity of this legislation occurs because the United States 
Court of Appeals, Second Circuit, in the case of Shahmoon et al. v. 
Commissioner of Internal Revenue (185 F. R. 2d 384), chose to in- 
terpret the word “deemed” appearing in section 127 (a) (2) of the 
Internal Revenue Code, as amended in 1924, as equivalent to the 
phrase “a conclusive presumption.” The langauge involved is as 
follows: 

Property within any country at war with the United States, or within an 
area under the control of any such country on the date war with such country 
was declared by the United States, shall be deemed to have been destroyed o1 
seized on the date war with such country was declared by the United States. 

The United States had declared war on both Germany and Japan 
on December 11, 1941. Prior to the decision in the Shahmoon case 
this section had been before the same court for consideration twice. 

In the case of Jn re Bloch (6 Tax Court memo decisions 408), Bloch 
v. Commissioner of Internal Revenue (166 F. 2d 1022), the Tax Court 
held that the Germans must have seized the property there involved 
before December 11, 1941, because they had oce upied Paris in 4 va 
1940. In other words, they did not regard the word “deemed” 
equivalent to the phrase “conclusive presumption.” The sipayer 
there had followed section 127 (a) (2) and had taken the loss of his 
property as of December 11, 1941. The Tax Court, however, declined 
to allow the loss as of that date for the rather commonsense reason 
that the presumption was that the Germans had seized it in 1940. 
So the taxpayer lost. 

The circuit court affirmed the Tax Court upon the opinion of the 
Tax Court and it is interesting to record that the three judges who 
made this decision were August N. Hand, Chase, and Clark. 

The next decision was Roz ¢ nfel ld ¥. Commissione 7 of Inte rpnal Re ve- 
nue, same court, decided April 3, 1950, Judges L. Hand, Goodrich, 
and Frank. In this case Mr. Rozenfeld was a Pole who fled from 
that country in 1939 before the advance of the German Army. He 
came to the United States in 1940 and by 1950 had become a citizen 
by naturalization. He also followed the statute cited above and 
claimed deduction also as of December 11, 1941. The Tax Court held 
that: 

* * * when petitioner lost control and possession of the property in 1939, 


his loss of the property was for all practical purposes complete. Any value 
which might be assigned to his legal title and right to eventual return of the 
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property, was purely conjectural in 1939, since at that time petitioner had no 
assurance of the continued existence of the property, or of when, if ever, he 
might recover it. 

Thus also following the rule which had been in existence ever since 
the passage of the Underwood Act in 1918, that a loss must be taken 
in the year in which it could be proved to have occurred and as had 
the three judges in the Bloch ease ignored the word ‘“cleemed” in the 
statute already cited. However, when the Shahmoon case, already 
cited, came on November 29, 1950, before Judges August N. Hand, 
Chase, and Clark, the same three judges who in the same year had 
decided the Bloch case they reversed themselves although they did 
not say so. The facts were identical in principle as to the questions 
involved, with the Bloch case and the Rozenfeld case. 

The exact facts here were that Mr. Shahmoon had acquired vacant 
land in Shanghai, China, in 1924 on which he had erected about 198 
buildings. He also had other land and buildings in another part of 
Shi: anghai and received rents from the properties prior to the Japanese 
invasion of Shanghai on December 8, 1941. The Japanese invading 
forces took over the properties and during the taxable year 1944 Mr. 
Shahmoon received no rents. His claim was one for depreciation only 
under section 23 (1) of the Internal Revenue Act as amended in 1942. 
The Commissioner decided against him and determined an income- 
tax deficiency against the petitioners which was aflirmed by the Tax 
Court, and by the same court as had decided the other two cases and 
by the same judges, August N. Hand, Chase, and Clark, which had 
therefore decided the Bloch case the other way. They construed the 
word “deemed” in the statute already cited “as creating a conclusive 
presumption of complete loss of the property in 1941 in which year 
war was declared, thus extinguishing all basis for any depreciation 
reduction in 1944.” 

The most recent case is that of Ervin Kenmore (18 Tax Court, No. 

July 21, 1952). This Kenmore decision is absolutely fantastic. 

Mr. Chairman, before you go I want to say one thing to you. You 
have known me a long time. You know that I do not use a word like 
fantastic lightly. 

The Cuarrman. I know that, sir. 

Mr. Benner. But I do it here. 

The Crarrman. I realize that. You are very accurate and very 
conservative. 

Mr. Bennet. I might add that I have been practicing law for 61 
years and that as I throw back my recollection I cannot recall any 
decision more fantastic than this Kenmore decision, 

Kenmore owned a residence in Vienna, which was under the control 
of Germany on December 11, 1941, when war was declared between it, 
the United States and Germany. His ownership, possession, and con- 
trol of the property continued at all times. It was not destroyed or 
seized. In 1945, the residence and furnishings wer destroyed by fire. 

He is denied an ordinary casualty loss deduction for the fire loss in 
1945 on the ground that he is “deemed” to have lost the property on 
December 11, 1941, under the war loss section, section 127. Since he 
is “deemed” to have lost the property in 1941 and since he did not “ 
cover” it, within the meaning of section 127, after 1941, although he 
owned it all the time, he could not have lost it in the fire in 1945, the 
court held. 
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If this were not such a serious matter it would be absolutely funny 
as anything in The Mikado, The Pirates of Penzance, or any other 
of the light operas of Gilbert and Sullivan which were so popular 
ge nerations ago. 

If the author of the play Call Me Madame, whose name I do not 
recall, and I do not know him, ever reads this decision in 18 ‘Tax Court 
No. 19, he will certainly put it in a play. 

All sanity of thought is lost if this kind of absurdity can stand. An 
owner of property who still owns it in 1945 is told that he is deemed 
to have lost it in 1941. Although he continues to own it all the time, 
he then has to prove that he “recovered” it. The fact that he never 
actually, in fact, lost it, is insufficient to prove that he “recovered” it 
When he actually, and in fact, does lose it in a fire in 1945, he is denied 
a deduction because he is said not to have proved he got back what he 
never lost. 

Further pointing up the inconsistency of the interpretation of the 
war loss section is a recent ruling of the Treasury Department, A. Te. 
4086, Internal Revenue Bulletin No. 13 3, June 23, 1952. 

A United States citizen employed by the Government was sta- 
tioned in Korea on June 27, 1950, when Seoul was invaded by the 
North Koreans. He was ordered to, and did, abandon his post and 
all his personal property. 

Now, Mr. Chairman, I want to make an unusual request. I like 
to be accurate, and I like to give this committee facts. I think there 
is a typographical error in my next few lines. So I would like to 
strike out the words “the ruling held that” at the bottom of my page 
4, and the following, “he is entitled to a casualty loss deduc tion under 
section 23 (e) of the code for the permanent property lost,” and “the 
ruling held that the losses sustained by individuals due to war con- 
ditions existing after the termination of World War II are not de- 
ductible as casualty losses under section 23 (e).” And ask that Mr. 
Stam, who has been given a copy of this, put in the record at this 
point as a part of my remarks and without showing it to me—he will 
do it accurately—just what I. T. 4086 does hold. 

Mr. Jenkins (presiding). Just a minute. Just so you two smart 
fellows can agree on this, do you understand, Mr. Stam, what he 
wants to do? 

Mr. Sram. Yes. 

Mr. Jenkins. Without objection, it will be done that way. 

Mr. Brenner. Anything that Mr. Stam puts in there I accept 
without looking at it. 

Mr. Jenxins. I would, too. 

(The matter referred to follows :) 

I. T. 4086 holds that— 

“Losses sustained by individuals due to war conditions existing after the 
termination of World War II are not deductible as ‘war losses’ under section 
127 of the Internal Revenue Code. Such losses, however, may be deductible 
under section 23 (e) of the code. In I. T. 3519 (C. B. 1941-42, 96) it is held 
that a loss due to the destruction of personal property as a result of bombard- 
ment is deductible as a ‘casualty’ loss under section 23 (e) (3) of the code. 
Other losses are also deductible under section 23 (e) (3), if sustained as a 
result of destruction due to active military operations, ox from looting or theft. 
On the other hand, losses sustained through confiscation and seizure of property 


under authority of the laws of a foreign country (whether or not an enemy 
country) are not ‘casualty’ losses, and such losses are not deductible unless 
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incurred in trade or business or in a transaction entered into for profit, in which 
event they would be deductible under section 28 (e) (1) or (2) of the code.” 

Mr. BeNnNET. Then | fo on. 

The ruling refers to a previous ruling, I. T. 3519 C. B. 1941-42, 96, 

hich held that losses due to bombardment, Sesinbilin due to active 
military operations, or from looting or theft, are deductible as casualty 
losses under section 23 (e). This previous ruling was prior to the 
Shahmoon case and other cases since decided under the war loss 
section. 

Thus it seems that prior to the war loss section and subsequent to 
the war loss section, losses due to bombardment, military operations, 
looting or theft are deductible as casualty losses; but during World 

, II and during the existence of the war loss section, they were 
not deductible as casualty losses and had to be treated as war losses 
under section 127 with its presumptions, recoveries, et cetera. 

As section 127 of the Internal Revenue Code now stands, there are 
injust ices that everyone admits ought to be remedied. An honest man 
who did not lose his property in 1941, and knows when he did lose 
it because it was located in enemy-controlled territory, has no option. 
He cannot file for the loss as having occurred in 1941, because he knows 
differently. He cannot file in the year in which the loss occurred, 
because under the decision which I quoted, no applications can be 
filed except for 1941. He even does not have a basis for taking 
depreciation in a case where he actually did sustain a loss in an enemy- 
controlled country after 1941. It may even have happened that in 
1941, the year to which the court relegates him, he did not have any 
taxable income, while in a later year, when he can prove the property 
was destroyed, he did have taxable i na ome. It is difficult to think of 
a case in which a man is subjected, by a few unnecessary words in a 
decision, to more injustice. To make the absurdity worse the state- 
ment in the opinion of the Shahmoon case was not necessary to the 
decision. In other words, what we call obiter dicta. 

It has been the law since 1913 that a taxpayer must take a deduction 
for losses in the year in which they occurred. When Congress enacted 
section 127, they had primarily in mind the situation in Germany, but 
they made the language broad enough to cover Holland, Belgium, 
France, and all ie occupied territory, and all property in Asia 
overrun by Japan, but they did not make it clear that they did not 
intend to take away the right which a te ixpayer had in rel: ation to losses 
and depreciation, ever since there has been an income-tax law. 

As the law stands, a taxpayer who doesn’t know and cannot prove 
in what year his property was destroyed can take a deduction for the 
vear 1941, when the country was overrun by the enemy, based upon the 
presumption that the property was lost in that year; but a taxpayer 
who knows, and has proof that the property was destroyed in 1942 
si , 1944, or 1945, cannot take a deduction for the year in which the 

sualty ac tually occurred, even though he can prove it. 

“Tf he had no income in 1941 against which to offset any deduction, 
and had no loss in 1941 because his property in the foreign country 
was still intact, and if he had income in 1942, 1943, 1944, or 1945 and 
his properties were actually bombed and destroyed in 1942, 1943, 1944, 
or 1945, by all reasoning, logic, and sae he should be permitted 
to take his deduction in 1942, 1943, 1944, or 1945 but the law doesn’t 
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allow him to do so, because the presumption has been construed to 
be conclusive even when contrary to the facts. 

Having demonstrated the necessity for legislation, we now come to 
the question as to what H. R. 1021 does to give taxpayers the ordinary 
rights to which they are entitled. The bill, page 1, lines 4 and 5, says: 


(5) Property described in subdivisions (1), (2), and (3) shall be doomed 


et cetera. 

I ask unanimous consent that sections (1), (2), and (3) of 127 (a) 
may be inserted here without reading. 

Mr. JeENKiNs. Without objection, it is so ordered. 

Mr. Benner. I also ask unanimous consent that the bill, which is 
short, be inserted at the same point. 

Mr. Jenkins. Without objection it is so ordered. 

(The documents referred to follow oa 


Sec, 127. WAR LOSSES. (a) CASES IN WHICH LOSS DEEMED SUSTAINED, and 
TIME DEEMED SUSTAINED.—For the purposes of this chapter 

(1) PROPERTY NOT IN ENEMY COUNTRIES.—Property destroyed or seized on or 
after December 7, 1941, in the course of military or naval operations by the 
United States or any other country engaged in the present war shall be deemed 
to have been destroyed or seized on a date chosen by the taxpayer in the manner 
provided in paragraph (4), which falls between 

(A) the latest date, as established to the satisfaction of the Commissioner, 
on which such property may be considered as not destroyed or seized, and 

(B) the earliest date, as established to the satisfaction of the Commis- 
sioner, on which such property may be considered as having already been 
destroyed or seized. 

For the purposes of this paragraph property within an area which comes under 
the control of a country at War with the United States after the date war with 
such country is declared by the United States shall be deemed to have been 
destroyed or seized in the course of military or naval operations by such 
country, and the date specified in subparagraph (A) shall not be later than 
the latest date determined by the Commissioner as the date on which such 
area was under the control of the United States or a country not at war with 
the United States, and the date specified in subparagraph (B) shall not be later 
than the earliest date determined by the Commissioner as the date on which 
such area may be considered under the control of the country which is at war 
with the United States. 

(2) PROPERTY IN ENEMY COUNTRIES.—Property within any country at war 
with the United States, or within an area under the control of any such 
country on the date war with such country was declared by the United States, 
shall be deemed to have been destroyed or seized on the date war with such 
country was declared by the United States. 

(3) INVESTMENTS, REFERABLE TO DESTROYED OR SEIZED PROPERTY.—Any interest 
in, or with respect to, property described in paragraph (1) or (2) including any 
interest represented by a security as defined in section 23 (g) (3) or section 23 
(k) (8) which becomes worthless shall be considered to have been destroyed 
or seized (and the loss therefrom shall be considered a loss from the destruction 
or seizure) on the date chosen by the taxpayer which falls between the dates 
specified in paragraph (1), or on the date prescribed in paragraph (2), as the 
case may be, when the last property (described in the applicable paragraph) to 
which the interest relates would be deemed destroyed or seized under the appli- 
cable paragraph. This paragraph shall apply only if the interest would have 
become worthless if the property had been destroyed. For the purposes of 
this paragraph, an interest shall be deemed to have become worthless notwith- 
standing the fact that such interest has a value if such value is attributable 
solely to the possibility of recovery of the property, compensation (other than 
insurance or similar indemnity) on account of its destruction or seizure, or both. 
Section 23 (g) (2) and (k) (2) shall not apply to any interest under which 
this paragraph is considered to have been destroyed or seized. Under regula- 
tions prescribed by the Commissioner with the approval of the Secretary, a 
taxpayer which owns 100 percent (excluding qualifying shares) of each class 
of stock of a corporation may elect to determine the worthlessness of its interest, 
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described in this paragraph, in or with respect to the property of the corporation, 
without regard to the amount of the property of such corporation which would 
be excluded under subsection (e) (2) (A) in determining the adjusted basis of all 
the assets of the corporation for the purposes of subsection (e), but such amount 
shall be treated under subsection (b) (1) as a recovery by the taxpayer in the 
taxable year with respect to such interest. 


[H. R. 1021, 88d Cong., 1st sess.] 


A BILL To amend section 127 (a) of the Internal Revenue Code and other statutes relating 
to the deduction of war losses 


Be it enacted by the Senate and House of Representatives of the United States 
of America in Congress assembled, That section 127 (a) of the Internal Revenue 
Code is amended by adding thereto the following: (5) Property described in 
subdivisions (1). (2), and (3) shall be deemed to have been destroyed or seized 
during the taxable year in which actual destruction or seizure took place, not- 
withstanding the foregoing provisions, where satisfactory proof is produced of 
such destruction or seizure and of the approximate time within the taxable year 
it took place. Taxpayer need not elect to obtain the benefits of the presumptions 
(as to the time when the loss is deemed sustained) set forth in subdivisions (1), 
(2), and (3), and of choosing the date as is provided in subdivision (4), and in 
lieu thereof may produce satisfactory proof. Such proof shall be prescribed 
by regulations prescribed by the Commissioner with the approval of the Secre- 
tary. In proving that the loss was sustained, taxpayer shall not be required to 
prove what country’s military or naval operations resulted in the destruction 
or seizure, that is, whether they were those of the United States, of any other 
country engaged in the war, or of the enemy. In proving the taxable year in 
which the loss was sustained, taxpayer shall not be required to prove the exact 
date within such taxable year of the loss, proof as to the approximate time within 
such taxable year shall be deemed sufficient. 

Sec. 2. The amendment made by this section shall be applicable to taxable 
years beginning after December 31, 1940. 

Sec. 3. The Act of June 29, 1948 (Kightieth Congress, second session, Public 
Law 828), 62 Statute Law 1102 as amended by Act of August 27, 1949, 63 Statute 
Law 667 is hereby further amended as follows: 

(1) The words “for a taxable year beginning in 1941 or 1942” are deleted and 
the words “for a taxable year beginning in 1941, 1942, 1948, 1944 or 1945” inserted 
in lieu thereof. 

(2) The date “1950” therein is deleted and there is inserted in lieu thereof 


“1952”. 

Mr. Bennet. These sections 1, 2, and 3 are up-to-date sections 
which were amended in the 82d Congress in connection with amend- 
ment No. 92 which was before the conferees. There are taxpayers 
who are entitled to the relief afforded by those sections. I have al- 
ready had the whole bill put in. I won’t ask to have any portion of 
H. R. 1021 put in because the whole bill is in. 

Mr. Jenxrys. Let us understand you, then. Do you mean that 
you do not now need the insertion at the bottom of page 8? 

Mr. Bennet. I will not read it. 

Mr. Jenkins. Do you want that to be a part of your statement ? 

Mr. Bennet. Yes. 

Mr. Jenkins. I thought you said it was a part of the law that you 
had inserted. 

Mr. Bennet. No; it isa part of the bill. 

Mr. Jenkrns. Very well, without objection. 

Mr. Bennet. I call the attention of the committee to the fact that 
H. R. 1021 does not strike anything out, so any relief or remedy 
which the taxpayer has—and there are taxpayers who have relief 
and remedy under the bill—remains. All that we do is to add addi- 
tional relief and remedy. 

Representative Gamble introduced this bill in the 82d Congress 
where it was H. R. 8191 but as it was not introduced until June 12, 
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1952, there was no opportunity to obtain a hearing on it although 
one was asked. In the present Congress Representative Gamble re- 
introduced the bill very promptly on January 6, 1953. In introducing 
it without change he neglected to change one date “1952,” which 
occurs in hlne }, page 3. This. of course, under present conditions 
should be “1954.” 

It relates to the time when action can be taken under H. R. 1021. 

I have referred the committee to all of the cases that have so far 
appeared in the Tax Court or any circuit court of appeals. So far 
there have been no decisions in the United States Supreme Court. No 
one knows, of course, how many cases are working their way up 
through the Commissioner and the Tax Court but haven't yet reached 
the point where decisions have been made. 

The need for this legislation is plain and apparent. 

Mr. Chairman, I have made this statement on the law as it affects 
everybody. I think the committee is entitled to have a statement from 
me as to the law as is affects our — icular client. 

He was actively engaged in war work during the time of the war, 
and as it happened he —~. no taxable income in 1941, so there is 
nothing to deduct from. He owned five groups of buildings in 
France. The Germans did not take them over as such. They oc- 
cupied them when they felt like it, and they were in occupancy in 
1943 and 1944. Feeling bitter about something, they maliciously in- 
jured and destroyed a good deal of his property. In addition to that, 
this was the time of D-day, our invasion of Normandy. Some of his 
property stood near the beach in Normandy, a rather large group of 
buildings. Any airman flying over there, whether he was British 
or American, it appears that those buildings might constitute a very 
good covering for German soldiers. So the British and the Ameri- 
cans very properly from our standpoint bombed them, injuring some 
and destroying others. So when we went ahead to deduct our loss 
the service simply said to us, “You can’t do anything. There is the 
Shahmoon case. You have to take your deduction in 1941.” 

But, we said, “We had no taxable income in 1941. We had the 
taxable income in the year in which the property was destroyed, and 
we can prove when the property was destroyed.” 

He said, “That makes no difference, everybody has to take his de- 
ductions in 1941 because the Shahmoon case says so.” 

I repeat that in my 61 years of practice, where I have had to read 
thousands of decisions, I never have read a more fantastic decision 
than this Kenmore case that I cited, but you can’t blame the Tax 
Court much because they are following the circuit court of appeals 
in the circuit in which I live and practice. They ought not to have 
made the decision. 

I thank the committee for hearing me. 

Mr. Jenkins. Thank you. You know we are always glad to see 
you and those of us who have been in Congress some time remember 
you with pride and satisfaction. 

Mr. Bennet. I am always glad to come back, but I don’t come 
back unnecessarily. 

Mr. Mason. Mr. Chairman, I love to hear a witness who talks as 
if he meant it, and this man does that. He makes his case by his 
tone of voice. You have made a very strong case, sir, and certainly 
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there ought to be some kind of adjustment for a silly ruling which 
goes against the facts in the case. 

Mr. Benner. We have had the bill drawn as carefully as we know 
how, but if your experts can improve it—and I never knew anything 
Mr. Stam couldn’t improve at least a little—that is all right with 
us. All we want is relief, 

Thank you very much. 

Mr. Jenkins. All right, Judge. We are glad to see you. 

The next witness here is Mr. Paul D. Seghers, chairman of the 
Federal tax legislative committee of the Federal Tax Forum of New 
York. 

All right, Mr. Seghers. 


STATEMENT OF PAUL D. SEGHERS, ESQ., CHAIRMAN, FEDERAL TAX 
LEGISLATIVE COMMITTEE OF THE FEDERAL TAX FORUM, INC., 
NEW YORK CITY 


Mr. Seauers. It is a disappointment to have only two members in 
addition to the chairman, much as I appreciate the opportunity to 
speak to those three. I don’t suppose there is any chance of adjourn- 
ing while they have the quorum call. 

Mr. Jenxrys. We are sorry about that, too, but it cannot be helped. 
We are voting on a very important matter over there now and we 
have to take turns. 

Mr. Seauers. What I was gently hinting at was whether you would 
adjourn for lunc h and give me a chance to be heard by the committee. 

Mr. Jenkins. The chairman has instructed me to proceed until 
12 o’clock. I want to add another statement, Mr. Seghers. The 
chairman understands in some way that maybe you are going to 
discuss some topic other than the topic designated for today. Under 
the rules of the committee you will have to confine your discussions 
to the topic up there, topic 4, deductions of charitable contributions, 
interests, taxes, and casualty losses. 

Mr. Seorers. I had hoped that by this time that rule would have 
been observed in the breach rather than the observance because cer- 
tainly I cannot and I do not know anyone in my professional line 
who could afford to take time to represent a professional group and 
present the views of the group by making 15 or 20 appearances. 

Mr. Jenkins. On the other hand, you must remember this: This is 
the system that the experts and the committee have adopted. They 
define the topics for discussion and we find so far they have worked 
out very nicely. You are a very capable individual and you will just 
have to conform to the regulations in that respect and discuss the 
subjects before us today. We will be glad to see you come back again. 

Mr. Sreuers. I always enjoy coming here, of course, but it is a 
hardship which is beyond my ability to bear to take the time for 15 
trips to present the views of our organization. We can file it, of 
course, which is all that can be accomplished. 

Mr. Mason. Mr. Chairman, I want to know why he is here today 
and how it comes that he is here to testify on some other topic other 
than the one we have before us. 

Mr. Srcuers. I am here to testify on the topic that is before you. 
IT am also here—and I have a note which I intended to interject, to 
say that after I have testified on that one topic, I did seek to make 
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a prayer along the line that the chairman anticipated. Itisa pe ‘rsonal 
loss of time, ‘and of income to me to be here, and I hoped that the 
Chair would recognize that fact and the difference in the position of 
a man who is representing a society, professional group. We are 
not down here asking for lower taxes or to grant deductions or bene- 
fits in general. We are asking only for correction of unintentional 
injustices. We are technicians. We are not politicians, we are not 
economists. We don’t tell you how much money you should raise or 
what taxes you should levy. 

Mr. Jenkins. Mr. Seghers, let us see if we can agree about this. We 
would like for you to discuss the topic that we have for discussion 
today, and if in your manuscript you have discussed other topics, we 
will be glad to have our clerk assemble those and present them as your 
arguments when we take up those subjects later, and that will save 
your coming again, if that will be of any advantage to you. Other- 
wise, we want you to confine your discussion to the topic. 

Mr. Secuers. I always bow to authority and I was only praying for 
indulgence and not trying to override what you say. What you say, 
of course, I will observe, and for your convenience I have prepared 

each topic on a separate sheet. My statement includes a summary of 

these topics, but each is on a separate sheet and I do request that this 
statement be received and that each topic be listed on the calendar for 
that day and be introduced as a statement in lieu of appearance. 

Mr. Jenkins. Yes. Furthermore, if you wish to add to those state- 
ments later, you can communicate with the clerk and they will insert 
your statements in the right place. 

Mr. Seauers. Thank you. Maybe some of the other members of our 
Federal Tax Forum may care to come down here to present it. You 
see, really, the object of appearing is to give opportunities to the 
members of your committee to ask questions. Otherwise, there would 
be no purpose in taking a day’s time to come here and read a prepared 
statement unless the members have an opportunity to discuss it. 

Shall I read my introductory statement here, presenting myself and 
so forth? So far this has been an introduction to the introduction. 

Mr. Jenkins. That is all right, Mr. Seghers. You may proceed. 

Mr. Seeuers. This statement is presented on behalf of the Federal 
Tax Forum, Inc., of New York City. This is a professional, nonpolit- 
ical organization of attorneys, accountants, and privately aaphoyed 
heads of tax departments. Our membership numbers about 200 and 
represents, through their clients and employers, a very large segment 
of industry and finance. 

We do not consider it within our province to make recommendations 
with respect to the reduction in income taxes on June 30, as proposed 
in H. R. 1. Regardless of congressional action on this issue, how- 
ever, we do urge your favorable consideration of our recommendations 
for remedial amendments of the Internal Revenue Code. 

Numerous inequities are caused by code provision which subject 
some taxpayers to a heavier tax burden than others in almost identical 
circumstances. Many of these situations could have been foreseen 
at the time of enactment of the respective code provisions. It has 
always been the policy of Congress to correct such inequities. Our 

organization sponsors the steps necessary to correct such situations 
and to that end we submit the recommendations listed in the attached 
summary. 
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We feel justified at this time in asking for these remedial amend- 
ments, and that, where appropriate, they be made retroactive. Injus- 
tices and inequities will nee be corrected. Enactment of our 
recommendations will not cause a heavy drain on the Treasury; on 
the other hand, we believe the y \,ill encourage taxpayer morale, which 
is so essential to effective administration of our tax laws. 

It has been our principle not to advocate anything merely because 
it means a lower tax burden for somebody, but to prevent unintentional 
and unfair and inequitable burdens. 

Following the attached summary of our recommendations are sep- 
arate sheets presenting the facts with respect to the need for each of 
the amendments recommended and our suggestions, in general terms, 
of the manner in which we believe that the necessary relief might be 
effected. These and other income-tax recommendations, together with 
our recommendations for amendments of the excess-profits tax provi- 
sions of the Internal Revenue Code, were submitted to Hon. Colin 
Stam, chief of the technical staff of the Joint Committee on Internal 
Revenue Taxation, on January 9, 1953, at a meeting held with him 
and representatives of his office and of the Treasury. 

Each recommendation was carefully prepared by the forum’s leg- 
islative committee from suggestions made by members of the forum; 
all recommendations were submitted to the entire membership and each 
recommendation presented herein was approved by a substantial ma- 
jority vote. I stress that because that means that this is the joint 
effort and the joint views of practically our entire membership, which 
is composed of men whose whole life is devoted to tax work for their 
employers or their clients, as lawyers or as accountants. It means 
a greater number of tax practitioners’ views than are represented 
sometimes by an organization with 5,000 or 20,000 members where 
the views presented are really those of the committee than of the 
worked out views of the members as such. 

The membership may approve it, but the membership here all have 
an opportunity actually to take part in formulating these recom- 
mendations. 

Mr. Jenxrns. In that connection, I want to say I notice this is a 
formidable list of names, and I know the committee would be glad if 
you realize that we want you to come back again, and you ought to 
come because you represent a lot of people and you fit in this program. 
We will be glad to have you come. 

Mr. Seeuers. Thank you, Mr. Chairman. I will convey that in- 
vitation to the members of the committee and even to other members 
of the forum and suggest that some of the others likewise volunteer 
their services to come down and present some of these points. 

By being limited, we have particular men who favor some particular 
point or who have peculiar knowledge. For instance, Maurice Pelou- 
bet. is an outstanding man and would like to be heard here. Where 
economic questions are presented, we have Mr. Landman and others 
of that sort. Dallas Blair-Smith, like myself, would like especially 
to talk on proper accounting, the conflict between rules of so-called 
tax accounting which have grown up in contradiction of good, sound 
business principles and accounting principles. 

[ might say that the way in which we have made these recommenda- 
tions in the past, which we have followed consistently, undoubtedly 
accounts for the very high percentage of forum recommendations 
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which have been enacted by Congress. I have taken the hearings of 
some of our very early appearances and checked them off to amend- 
ments. Sometimes the amendments were accepted that year, some- 
times 2 or 3 or 4 years later. 

Mr. Jenkins. Will you kindly proceed now with your subject ? 

Mr. Sxeauers. Topic 4 relates to the deduction for interest and 
certain other expenses and losses. 

The recommendation we have to make on that particular point is 
that a taxpayer should be permitted to deduct interest and other ex- 
penses under section 23 (a) accrued to a related taxpayer where the 
related taxpayer includes as taxable income in his return for the year 
of such accrual the item so accrued. 

Section 24 (c), I. R. C., was enacted to prevent a taxpayer from 
taking a deduction for expense or interest accrued to a related tax- 
payer who, being on a cash basis, might delay for a long time reporting 
such interest or other income, or never be required to pay a tax thereon, 

That was a very proper step to close a loophole, but in operation it 
has gone beyond closing the loophole and has produced injustices. 
The Bureau has applied this section to cases where the related tax- 
payer, although on the cash, is actually taxed upon the accrued item 
in the year of accrual, upon the theory of constructive receipt. 

In other words, the same item was taxed as income but not allowed 
to the payer as a deduction. The Bureau has even disallowed such 
deduction in a case where the related taxpayer has included the accrued 
item in his return for the year in which the accrual was made and the 
deduction taken. 

There are many cases in which a slight formal difference has resulted 
in the allowance of deduction after a court trial. We are seeking to 
establish the law in a simple way in which the deduction will depend 
upon the substance of the transaction rather than the mere form. 

The forum recommends that section 24 (c) be amended so as to 
provide that no deduction will be disallowed thereunder where the 
related taxpayer to whom the expense or interest is accrued (a) in- 
cludes that income in his return for the year in which the accrual is 
made and the deduction taken, and (0) signs a binding election to be 
taxed thereon. This amendment should “apply to all returns with 
respect to which the statute of limitations has not run or as to which 
there is no closing agreement. 

I might add that the ee ular ara mee is included in 
those which were adopted by the New York State Society of Certified 
Public Accountants, with a membership of about 5,000. 

Mr. Jenkins. That is all you have to say on that subject, is it, Mr. 
Seghers ?¢ 

Mr. Secuers. Yes, sir. 

Mr. Jenkins. Very well. Any questions? 

We are glad that you have come and we are sorry to say we will 
have to go now. 

Mr. Bocas. Mr. Chairman, it is my underst: anding that the record 
will show each one of these topics listed under the proper section 
when it is printed. 

Mr. Jenkins. Let us understand. Do you want us to list all of this 
statement under the proper topics or do you want to come back for 
each topic ¢ 
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Mr. Srcuers. I would like to have each listed under the proper 
topic and an op portunity left open to us to appear through some one 
of the members of the forum if possible on those. In that case we 
will communicate with the clerk and make arrangements. 

Mr. Jenkins. We understand. That leaves the responsibility with 
you to communicate with the clerk. 

Mr. Seeners. I thank the chairman and the members of the com- 
mittee. 

Mr. Jenxins. The committee will stand adjourned until 1:15. 

(Whereupon, at 11:55 a. m., the committee was recessed, to recon- 
vene at 1:15 p.m. the same day.) 


AFTER RECESS 


The Cuairman. The committee will come to order. 

The first witness is H. Cecil Kilpatrick, Esq., section of taxation, 
American Bar Association. 

We are glad to see you here, Mr. Kilpatrick. I am sure you will 
make a fine contribution. If you will give your name and the capacity 
in which you appear, we will be glad to hear you. 


STATEMENT OF H. CECIL KILPATRICK, SECTION OF TAXATION OF 
THE AMERICAN BAR ASSOCIATION 


Mr. Kitrarrick. My name is H. Cecil Kilpatrick, and I am appear- 
ing in behalf of the American Bar Association, its section of taxation 
in particular. 

The only subject relevant to the topic now under hearing on which 


the American Bar Association has a recommendation is contained in 
section 115 of the bill which you, Mr. Chairman, and Representative 
Camp introduced, containing all the American ey ar Association recom- 
mendations. It has to do with section 24 (c) of the Internal Revenue 
Code. 

That provision which, as you will recall, was adopted in 1947, was 
designed to close the loophole where a corporation on the accrual 
basis, for example, and its controlling stockholder or a member of a 
family which controlled it held bonds on which interest accrued, but 
they were on a cash basis. The corporation got the deduction, and 
the taxpayers just did not collect the interest, and therefore did not 
pay a tax on it until they had perhaps losses that they could use to 
offset it. 

The purpose of the amendment, as we understood it, was to close 
that loophole, to see that there should be no deduction where the tax- 
payer was not taxed. 

The courts have construed that as extending to a situation where 
the recipient of the income is taxed on the theory of constructive 
receipt, although he did not receive the money. We feel that the 
original intention of Congress should be clarified; that if there is a 
tax on the recipient, then the deduction should be allowed to the 
accrual-basis debtor. 

That is the purpose of our amendment. We have drafted the statu- 
tory language which is attached to my statement, and I would like 
that to be included in the record. 

The Cuarrman. Without objection, it is so ordered. 
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We thank you very much for your contribution. 
(The information referred to follows :) 


STATEMENT ON BEHALF OF THE SECTION OF TAXATION OF THE AMERICAN Bar 
ASSOCIATION 


My name is H. Cecil Kilpatrick and I appear at the request of Mr. Thomas N. 
Tarleau, chairman of the section of taxation of the American Bar Association. 

The subject to which I address myself is covered by section 115 of the bills 
introduced by Chairman Reed and Representative Camp, of Georgia, in July 
of 1951 (H. R. 4775 and 4825) containing numerous recommendations for 
revenue revision made by the American Bar Association. 

Section 24 (c) of the Internal Revenue Code (originally enacted as sec, 301 
of the Revenue Act of 1937) was designed to close a loophole under prior law. 
Prior to this amendment if a taxpayer on the accrual basis became indebted 
to a close relative or, in the case of a corporate taxpayer, to its controlling 
stockholder, who made returns on the cash basis, the taxpayer could deduct 
such items as salary, bonus, and interest on debt due to the related individual 
without making any actual payment. Because of the relationship of the two, 
the related individual could thereafter, being on the cash basis, collect his 
debt when he saw fit and include it in his income in a later year, which would 
give him a tax advantage. To close this loophole, section 24 (c) prohibits the 
debtor from deducting this item if it is not paid within the taxable year or 
within 2% months thereafter. 

The obvious purpose of the new section was to correct the injustice against 
the Government which was previously possible and to require that the recipient 
of the income must be taxed thereon in the year of accrual, or the succeeding 
year, if the deduction is to be allowed the accrual-basis debtor. However, in 
a number of court decisions’ it has been held that even where the recipient 
of the income is taxable thereon under the doctrine of constructive receipt 
(i. e., because the money was made unqualifiedly subject to his demand either 
during the taxable year or the succeeding 24% months), the corporation shall 
be denied the deduction. 

Our proposal, the language of which is being filed with this statement, would 
amend section 24 (c) to provide that, if the creditor in such a situation is 
actually taxable on the income, whether or not physically received by him, 
deduction will be allowed to the related taxpayer. 

Unpaid expenses and interest. 

(a) Section 24 (c) (relating to unpaid expenses and interest) is hereby 
amended to read as follows: 

“(c) UNPAID EXPENSES AND INTEREST.—In computing net income no deduction 
shall be allowed under section 23 (a), relating to expenses incurred, or under 
section 23 (b), relating to interest accrued— 

“(1) If, by reason of the method of accounting of the person to whom 
the payment is to be made, the amount thereof is not, unless paid, includible 
in the gross income of such person for the taxable year in which or with 
which the taxable year of the taxpayer ends; and 

“(2) If at the close of the taxable year of the taxpayer or at any time 
within two and one-half months thereafter, both the taxpayer and the per- 
son to whom the payment is to be made are persons between whom losses 
would be disallowed under section 24 (b); and 

“(3) If such expenses or interest are not paid within the taxable year or 
within two and one-half months after the close thereof; and 

“(4) If the amount does not become includible in the gross income of such 
person during the taxable year in which or with which the taxable year of 
the taxpayer ends, or during a period of two and one-half months after the 
close of the taxable year of the taxpayer, and is not the subject of a consent 
under section 22 (p).” 

(b) Section 22 (relating to gross income) is hereby amended by adding at the 
end thereof the following new subsection: 

“(p) AMouNT AccCRUED From RELATED TAXPAYER.—If an amount of income 
accrues to the taxpayer during the taxable year and by reason of the taxpayer's 


2P. G. Lake, Inc. (4 T. C. 1, affirmed, 148 F. 2d 898) : McDuff Turner (5 T. C. 1261) ; 
Anthony P. Miller, Inc. (7 T. C. 729) ; Est. of Elizabeth V. Harper (11 T. C. 717); W. G 
Cutler (10 T. C. M, 268). 
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method of accounting, such amount is not, because not paid, includible in the 
gross income of the taxpayer for such year, such amount shall be includible in 
the gross income of the taxpayer for the taxable year during which the consent 
under paragraph (2) hereof is filed if— 

“(1) The taxpayer and the person by whom such amount is owed are at 
the close of such person's taxable year in which such amount accrued, per- 
sons between whom losses would be disallowed under section 24 (b); and 

“(2) The taxpayer irrevocably consents thereto (in accordance with 
regulations prescribed by the Commissioner with the approval of the Secre- 
tary), such consent to be filed by the person by whom such amount is owed 
with such person’s first return for his taxable year in which such amount 
accrued.” 

The Cuamman. The next witness is Mr. Carl B. Grawn, Esq., of 
Detroit. 

Mr. Grawn, we are very glad to see you here. We thank you for 
your appearance. If you will just give your name and the capacity 


in which you appear, we will be glad. to hear you. 


STATEMENT OF CARL B. GRAWN, ATTORNEY AT LAW, 
DETROIT, MICH. 


Mr. Grawn. My name is Carl B. Grawn, a member of the Detroit 
bar; business address 1526 Dime Building, Detroit 26, Mich. 

I will confine my remarks to a very short space, Your Honor, because 
most of what I have to say will be concerned with the legal aspect of 
deductions by reason of casualty due to high water combined with 
wind or windstorm. 

This morning I think you stated you were quite familiar with the 
physical aspects involved in the combination of high water and wind- 
storm in the Great Lakes. 

The CHarrMAN. Quite. 

Mr. Grawn. I know Congressman Knox, coming from Michigan, 
has similar experience. I believe he comes from the Soo. 

In a general way you are all familiar with what has happened 
to the property owner who built his property near the shorelines of 
the Great Lakes. 

Congressman Mason raised a point this morning which I hope will 
not cling in the minds of the others. He stated that he thought that 
it might | be inequtable to grant relief to the owners of shore properties 
because a good many of “them might have recklessly built, contrary 
to the Biblical injunction, on sand and did not choose to found their 
properties on a rock, 

That is a new thought to me and I can see how it might be urged 
that some inequity would develop through the situation mentioned by 
Congressman Mason. But it is my belief that almost all of these 
owners prudently situated their properties on land that had been firm, 
iry, and high since the mind of man runneth not to the contrary. 
Very few situated them upon dangerous spots because they would 
10t have in mind any possible recovery when they built their prop- 
erties, insofar as deductibility from taxation matters would be con- 

cerned. They certainly did not have that in mind, and I think you 
probab ly will find 99 percent of the property owners founded their 
properties in a proper location. 

But there are bound to be inequities in any tax-relief law. For 
example, the casualty that occurs to the automobile owner. Unless 
it is willful negligence, he can deduct the cost of his fender that he 
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brushes off as he goes into the garage. It can even result from care- 
less driving. ‘That imposes an inequitable obligation upon other tax- 
payers and insurance companies in the increase of rates. 

You cannot get a tax law that will possibly avoid all inequities. 
I venture to say that rather advisedly and I do not need to give other 
illustrations. 

I might say that the dependent who earns $601 is left out as a claim, 
whereas the $599 is not, which results in an inequity, but you cannot 
help it. It is bound to happen. 

I was interested when Congressman Curtis this morning seemed to 
have the feeling that residence properties were inherently unable to 
claim deductions the same as business properties. Of course, that is 
true as regards depreciation, repairs, and so on, but we are ‘talking 
about casualties. Of course, residential properties have the benefit 
of claiming a deduction for casualties the same as business properties. 

I am referring, Congressman Mason, to Congressman Curtis’ state- 
ment of this morning. 

So I do not think that that objection should be offered here, because 
we are talking about a casualty. The question is whether or not 
casualty caused by high water is deductible, or by high water in com- 
bination with windstorm is deductible. 

In answer to Congressman Mason’s statement that injuries to prop- 
erty of a residential nature are not deductible in general, I think he 
perhaps lost track of the fact that a great many types of injury to 
residential property are, of course, deduc tible, although they are also 
deductible to business, and many types of injuries to business which 
are deductible are not deductible to residential. But casualties are. 
So the question is: Is this a deductible casualty? That is the pith of 
the case. 

I might say for the record, when lightning strikes a chimney, that is 
deductible, although it is not specifically classified as injury, although 
it is not specifically enumerated under section 23 as fire, storm, ship- 
wreck. It must fall under other casualties. 

The same way with the freezing of water pipes in your residence, 
That has been held to be deductible. It is an act of God. It is another 
casualty. As the legal opinion states, it is ejusdem generis, which I 
do not need to define. That word runs through all these other casual- 
ties that have been adjudicated to be of a kind with fire, storm, and 
shipwreck. 

The bursting of a boiler section in your boiler may be deducted as a 

casualty, although not specifically enumerated. 

A quarry bl: ast may be deducted if it shatters your windows. 

Then, significantly enough, a recent decision within the last year, 
later than this day in June 1952, made a qualification on the injury 
to residence from termites. Heretofore, it had been held, as the Com- 
missioner, I think, is inclined to hold in the case of water damage due 
to high water—I am afraid of that, and I know that Representative 
Ford’s bill is designed to clarify the situation, which I will come to in a 
minute—the Eighth Circuit Court of Appeals held that where Martin 
Rosenberg, not to be confused with the present litigation in the head- 
lines, of St. Louis, Mo., bought a house in 1946 and had it inspected to 
see if there was any termite damage, and found there was not, by 
competent inspection, and a year later he had it reinspected, in April 

87746—53—pt. 1——11 
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of 1947, found termite damage to be there, and the Eighth Circuit 
Court of Appeals, dis tinguishing the earlier cases, Rogers. v. Fay, held 
that it was proven in that case that there was sufficient acceleration of 
injury within the 12 months to classify it as ejusdem generis with fire, 
storm, and shipwreck, which was somewhat an innovation. 

That case, of course, is a better example of nondeductibility from 
residential structures than the situation which is presented here, be- 
cause all these damages to these lakeside properties were due to a com- 
bination, I would say, of high water lashed by storms. Every casualty 
has to have a combination of circumstances to occur. I do not suppose 
the high water alone would have done the devastation; but combined 
with windstorm, it caused the casualty. And that was the case on Lake 
Michigan properties, because we had during the year 1952, three well 
defined and authenticated heavy windstorms. I will not go into what 
it did to the property, because you are familiar with it. 

The Cuairman. This is a very intricate problem, and we need all 
the information we can get on it. 

Mr. Grawn. It is, indeed. I know my family had summer-resort 
property at Leland, Mich., near Traverse City, for 50 years. When I 
was in college I used to build summer cottages there. I used to rent 
them and sell them. In the 40 or 50 years that I know about, we were 
never affected this way. We had cycles, to be sure, when the water was 
higher at times than other times, but we never had a situation such as 
has confronted us in 1952 

The engineering reports which someone read into the record this 
morning, or referred to, by the Federal Waterways Authority, show 
a considerable accentuation to the point where it was of a destructive 
nature in 1952, where there was no damage due to these cyclical move- 
ments for a great number of years. 

As I say, my recollection extends 40 to 50 years. Sometimes the 
beach was wider than at other times, back and forth, but never did 
it totter the cottages along the bluffs off into the water, as it did in 1952. 
Those who build them in the last 40 or 50 years had some reason to 
believe that they were on safe ground had it not been for a combination 
of high water and winds. 

There are not many here. I think I have expressed myself on the 
record as well as I can. 

Representative Ford’s bill, designed to clarify the situation, is to my 
mind necessary, for this reason: The examiners of the Federal income- 
tax returns, unless they have a positive directive, are not going to 
undertake the business of classifying this “other casualty” which must 
be ejusdem generis with those mentioned. 

The CuatrmMan. This is Mr. Ford’s bill, is it 

Mr. Grawn. H. R. 4108. 

The CuatrmMan. Yes, I have it here. 

Mr. Grawn. I talked with Mr. Ford by long distance, and saw him 
thismorning. For the record, he agreed that a suggestion that I made 
would be appropriate and agreeable to him. That suggestion is that 
in the introductory clause of the bill, after the word ‘ ‘Lakes” a comma 
be added, followed by the words “or by abnormally high levels in the 
Great Lakes in combination with wind or windstorm.” 

Then in line 6, (gg), after the word “level” add “or water level in 
conjunction with wind.” 

In line 7, after the word “individual” add “or fiduciary.” 
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I will not explain that because time is short. The obvious reason is 
that many of these holdings are not by an individual only, but by a 
fiduciary, as I happen to know in one specific instance. 

Then at the end of line 7, after the word “loss” add the words “of, 
or damage to, property.” 

In line 10, insert after the word “of,” next to the last word, “on 
damage to.” 

Then turning over the page, in line 1, after the word “loss”, add 
“damage.” 

At the end of line 4, add after the semicolon following “Lakes” the 
words “or by an abnormally high-water level of any of the Great Lakes 
in combination with wind or windstorm.” 

Delete lines 6 and 7, because I do not think there should be left a 
negative pregnant that business property might be excluded from this 
ameliorating phraseology of the bill. And he agreed to that. 

in line 11, after the comma—and this is the last change 

Mr. Mason. You are picking out leaves among the forest, and none 
of us Ils Keeping in our m nds all the se changes. 

Mr. Grawn. I merely state this for the record, because I know 
this will be transcribed and get into the hands of the revenue od 
ministrators. Of course, yon cannot possibly retain all these sug 
gestions, but I have no other way of getting them before the revenu 
administrators, “but for the abnormally high-water level in combi 
nation with wind or windstorm.” ; 

The CHarrmMan. Does that complete your statement? 

Mr. Grawn. That completes my statement. 

The Cuamman. We thank you very much. 

Mr. Mason will inquire. 

Mr. Mason. May I ask a question or two. 

Mr. Grawn. Surely. 

Mr. Mason. Your main complaint, as I gather, is on account of 
the definition or the restricted meaning of “casualty,” as far as its 
interpretation by the Internal Revenue people. 

Mr. Grawn. You have stated it correctly. 

Mr. Mason. You think it is necessary for us to amend the law to 
clarify that, and at least to make it broad enough so as to include 
this damage done by the high water on the lakes as a casualty along 
with others? . 

Mr. Grawn. That is correct. 

Mr. Mason. That is the proposition ¢ 

Mr. Grawn. You have grasped it completely. 

Mr. Mason. May I ask you, with regard to the Ford bill, whether 
you think we should go back to December of 1949 and pick up all 
the damage of the last 4 years, as well as damage in the future? 

Mr. Grawn. My information, based on such sources as I have beer 
able to receive it from, is that the great damage was done in 1952 by 
three specific windstorms. , 

Mr. Mason. What I am asking you is, do you think we should go 
back to 1949? 

Mr. Grawn. I may not have the technical knowledge to answe1 
that precisely, but my feeling at the moment is that we should not. 

Mr. Mason. We are very averse to passing retroactive legislation 
on taxes, and that would be passing retroactive relief back almost 4 
years. 
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Mr. Grawn. Yes; I think your point is well taken. And from 
such information as I have now, I would acquiesce. 

The Cuarrman. We thank you very much for your appearance and 
the information you have given to us. 
(Information submitted by Mr. Grawn follows:) 


Derrorir 26, Micu., June 15, 1958. 


Prepared statement Re 
House bill No. 1018. 


COMMITTEE ON WAYS AND MEANS 
House of Representatives, 
Washington, D. C. 


tENTLEMEN : After talking with Congressman Gerald Ford on the telephone 
this afternoon I have his permission to offer a proposed revision of the above- 
entitled bill at a hearing to be held before your honorable body June 18 next. 
A copy of my proposed revision is attached hereto. 

Having only received notice today of the hearing to be held day after tomor- 
row, I hope you will sanction my omission of presenting 60 copies of my state- 
ment, as it is impossible for me to prepare same and get it into your hands by 
10 o’clock tomorrow morning. 

My only statement before your body will be to point out the reasons for the 
suggested revision, the propriety of the bill as revised and perhaps allude to 
certain cases in which the acts of slowly operating agencies, such as termite 
destruction of property, have been adjudicated to be within the realm of income- 
tax deductibility, both as applying to residential and business structures. 

Very truly yours, 


CaRL B. GrRawn. 
H. R. 1018 (As AMENDED) 


A BILL To provide a deduction, for income-tax purposes, of losses and certain other ex- 
penses caused by abnormally high water levels in the Great Lakes, or by abnormally 
high water levels in the Great Lakes in combination with wind or windstorms 
Be it enacted by the Senate and House of Representatives of the United States 

of America in Congress assembled, That section 23 of the Internal Revenue 

Code (relating to deductions from gross income) is amended by adding at the 

end thereof the following: 

“(gg¢) CERTAIN LOSSES CAUSED BY WATER LEVEL IN GREAT LAKES.—In the case 
of an individual or fiduciary any loss of, or damage to, property sustained dur- 
ing the taxable year, and any reasonable and necessary expense paid or in- 
curred during the taxable year to prevent impending or imminent loss of, or 
damage to, property, to the extent such loss, damage, or expense is not com- 
pensated for by insurance or otherwise; but only if— 

“Such loss or expense is directly caused by an abnormally high-water level 
of any of the Great Lakes; or by an abnormally high-water level of any of 
the Great Lakes in combination with wind or windstorm.” 

For the purposes of this subsection, the basis for determining the amount 
of any loss shall be what the fair market value of the property would have 
been at the time of the loss but for the abnormally high-water level, or but for 
the abnormally high-water level in combination with wind or windstorm. 

Sec. 2. The amendment made by this act shall apply only with respect to 
taxable years beginning after December 31, 1949. 


The Cuarrman. Mr. Elkan R. Myers, president of D. Myers & Sons, 
Inc., of Baltimore, has furnished the committee a statement along with 
a personal data sheet to be made a matter of record. I am inserting 
at this point, without objection, the statement that he would have 
delivered had he been able to be present. 

(The statement referred to follows :) 


STATEMENT OF ELKAN R. MYERS, BALTIMORE, MD. 
My name is Elkan R. Myers . I am president of D. Myers & Sons, Inc., whole- 


sale shoe dealers, Sherwood and Curtain Avenues, Baltimore, Md. I have been 
with this firm since it was founded in 1910. 
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I wish to recommend to this committee that the tax law be amended so as to 
permit corporations to give 10 percent of their net profits before taxes to charita- 
ble organizations which are on the exemption list. 

The law was recently amenaed so that an individual may now give 20 percent 
of his gross income to charities and deduct the amount given from his net income 
before taxes. This amendment to the law surely shows that our lawmakers 
would like to see larger contributions given to charitable organizations. 

Because of increased living costs, many people cannot take very much advan- 
tage of this liberality. However, many owners of family corporations have 
informed me that they would be very happy to give larger amounts than 5 percent 
of their net profits from their corporation if it were deductible from profits 
before taxes. 

The psychological reaction seems to be that moneys paid from the corpora- 
tion is not out of the individual’s pocket immediately. The corporation, as a 
rule, has cash to pay charity pledges whereas the individual somehow always 
seems “out of funds” or “in debt.” 

I feel that if the law were amended to allow a corporation to give 10 percent 
of their net profits before taxes to charities, there would be very little loss to 
our Government. A study of the financial statements of the larger corporations 
would show that most of them do not even take full advantage of the present 5- 
percent charitable deduction allowance. 

However, if the law were liberalized, the thousands of owners of the small 
corporations will be better able to support their local community chest, Red 
Cross, hospitals, and the many other worthy causes of which they are called on 
for contributions day after day. 


BAttrmore, Mp., June 18, 1958. 


Mr. Elkan R. Myers either is or has been associated—as an unpaid volunteer— 
with the following charitable and communal organizations: 


Red Cross: Chairman of Baltimore chapter at present. On executive committee 
for years. 

Community Chest, Baltimore: On executive committee for years. 

Associated Jewish Charities, Baltimore: Immediate past president, life member 
board of directors. 

Jewish Welfare Fund, Baltimore: Past president, life member board of directors. 

Boy Scouts of America, Baltimore area: Member executive committee for years. 

Sinai Hospital, Baltimore: Past vice president and board member. 

Jewish Medical Center, Baltimore: Member executive committee. 

National Conference of Christians and Jews, Inc.: Baltimore chapter, board of 
directors. 

setter Business Bureau of Baltimore: Board of directors. 

Industrial Corporation of Baltimore: Board of directors. 

Association of Commerce, Baltimore: Past vice president and board member for 
years. 

Governmental Efficiency and Economy Commission of Baltimore: Past board 
member for years. 

Baltimore Hebrew Congregation: Present vice president and board member. 

American Jewish Joint Distribution Committee, New York: Board member for 
years. 
The CrarrMan. The next witness is Moses W. Rosenfeld, Esq., of 

Baltimore. 
Mr. Rosenfeld, if you will give your name and the capacity in which 

you appear, we will be glad to hear you. 


STATEMENT OF MOSES W. ROSENFELD, BALTIMORE, MD. 


Mr. RosenreLtp. My name is Moses W. Rosenfeld, 1206 Fidelity 
Building, Baltimore, Md. I am an attorney in general practice and 
my firm is Blades & Rosenfeld. 

a appear here solely on my own behalf and not as representing any 
clients. 
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I wish to urge the committee to give favorable consideration to in- 
creasing from 5 percent to 10 percent the amount which a corporation 
may deduct from its taxable income for charitable contributions. 

None of my clients are what could possibly be termed “big business.” 
With relatively few exceptions, all the corporations that I represent 
are corporations in which the stock is closely held, usually by 1 or 2 
individuals or by 1 or 2 families. My corporate clients are what I 
would term large “small business.” To be more specific, few of such 
corporations represent wealth of less than $200,000, and few of them 
represent wealth of more than $2 million. 

During the course of hearings conducted last November and Decem- 
ber by the House of Representatives’ Select Committee to Investigate 
Tax Exempt Foundations and Comparable Organizations, 40 wit- 
nesses appeared. Of these witnesses, only I and two of my clients, Mr. 
Elkan R. Myers and Mr. J. Benjamin Katzner, presented the view- 
point and the problems of the small foundation, and it is manifest 
from our testimony that the problems of the small foundation are 
entirely different from those of the large foundation. 

In the course of several meeting with Mr. Harold M. Keele, counsel 
to that committee, and his associates, I was told that the 33 char itable 
foundations which I had organized were a larger number than had been 
organized by any other one law office in the country. Ina letter from 
Mr. Keele to Mr. Elliott V. Bell, editor and publisher of Business 
Week, dated January 2, 1953, Mr. Keele stated in part: 

1s It was the conclusion of the committee that the foundations set up by 
Mr. Rosenfeld had contributed greatly to charity in the Baltimore area. 

In approaching the question of charitable contributions, the directors 
of what I shall term “my corporation,” who are generally the principal 
stockholders of these corporations, approach the making of charitable 
nif deg ions from a totally different viewpoint than do the officers of 

r business. My purpose in appearing here is to present this view- 
ek 

[ continue to represent most, but not all, of the charitable founda- 
tions which I have organized. It is significant that 10 of my corpora- 
tions have adopted corporate resolutions authorizing charitable con- 
tributions equal to the full 5 percent now deductible. It is abundantly 
clear that the motive of the directors these corporations is that they 
wish to contribute to charity the full amount that is deductible. I have 
every reason to believe that most of these corporations would increase 
their charitable contributions from 5 percent to 10 percent if the 10 
percent were deductible. 

Most of my corporations make their principal charitable contribu- 
tions to foundations which they or their stockholders have caused to 

» organized. In prosperous years, these corporations are genuinely 
appy to dedicate to charity substantial portions of their income; 
some few have in the past actually contributed more than the 5 percent 
that is deductible. 

Most of them are anxious to accumulate funds in their foundations 

fat years when earnings are high so that these funds will, in the 
lean years that will undoubtedly one day arrive, be available for dis- 
tribution and thus permit a continuance of support to philanthropic 
agencies at a time of their greatest need. 

In times of prosperity, the Congress can readily raise substantial 
revenues through high income taxes, but in those periods of business 
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recession no mere increase of income tax rates will produce substantia! 
revenues, because there will be no substantial incomes to which such 
rates can be applied. 

It will be in those same lean years that private charitable organiza- 
tions will have their greatest need for funds, and any encouragement 
to the building up of charitable reserves in fat years that will be avail- 
able for distribution in lean years will be in the public interest. 

The loss of revenue that will result from increasing the charitable 
deduction from 5 percent to 10 percent will, in my judgment, be 
relatively insignificant in contrast to the benefits to the body politic 
from this reserve of funds that will be available for distribution during 
periods of greatest need, which periods will be the very periods when 
other contributions to private charity will necessarily decline. 

I therefore urge upon this committee that it stimulate the flow of 
funds from successful corporations to private charities by so increasing 
the allowable deductions. 

The CuatrmMan. Does that conclude your statement ? 

Mr. Rosrnreip. That is my statement. 

The CuatrMAn. Thank you very much, sir, for your presentation. 

(re there any questions? Mr. Simpson will inquire. 

Mr. Simpson. Mr. Rosenfeld, is it your purpose to increase charita- 
ble reserves ? 

Mr. Rosexrerp. You mean whether I wish to increase reserves in 
corporations? No, sir. 

Mr. Srurson. That is what I want to ask. Do you mean within 
the corporation or in the foundation ? 

Mr. Rosenrep. In the foundation. 

Mr. Stupson. Do you envisage in times of prosperity the corpora- 
tions being permitted to deduct up to 10 pe reent, as a corollary, oy at 
the charitable organizations would hold the money for spending in 
al other vear? 

Mr. Rosenrreiy. In my own experience, sir, most of my clients aré 
anxious to build up in their foundations reserves that will be available 
for distribution to public agencies at time of greatest need. 

Mr. Simpson. Is that a purpose, then, of making it 10 percent, so 
they could build up a reserve? You would not want them to spend 
it the year they get it, necessarily. . 

Mr. Rosrenrevp. I would not want them to be obligated to do th: at, 
for reasons that I rather fully explained to this select. committee. 

Mr. Surrson. Yes; I recollect that. 

Mr. Rosenrevp. I find so often that people are unwilling to raise 
the level of their contributions to public charity for fear of setting a 
precedent. They fear to raise that to a level which they will not be 
able to maintain in the lean years. 

Mr. Srmrrson. Neither would you want them to have the reserve 
created without some obligation to spend it eventually, would you ? 

Mr. Rosenretp. They are obligated to spend it eventually, because 
the charitable foundations are dedicated exclusively to distribution to 
other charitable agencies. 

Mr. Smrrson. But from our standpoint here, we would not want to 
authorize these deductions and have the money placed in a dead fund 
where it would simply lie indefinitely, and you do not contemplate 
that? 
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Mr. Rosenrexp. I certainly donot. I contemplate that those funds 
will be exhausted. 

Mr. Stmpson. So the reserve would be only what might be called 
reasonable to take care of possible lean years ahead ? 

Mr. Rosenrevp. Yes, sir. 

Mr. Stapson. Thank you. 

The Cuarrman. Mr. Mason will inquire. 

Mr. Mason. I notice in your paper here you say this: 

In times of prosperity, the Congress can readily raise substantial revenues 
through high income taxes * * *. 

I would imagine that we are going through times of prosperity now, 
and the Congress is finding great difficulty in raising substantia! reve- 
nues. So thaf statement does not jibe with the facts. 

Mr. Rosenrexvp. I can only answer you, sir, by saying that I should 
more properly have said “relatively”; that it would be re elativ ely easier 
for Congress to raise money. 

Mr. Mason. That is right. 

Mr. Rosenrexp. I certainly welcome that amendment to my paper. 

Mr. Mason. Now this other question: I am a corporation, and I am 
a rapidly growing corporation, a young one, and I have to pay pe 
tically 82 percent of every dollar my corporation earns to Uncle Sam 
under the present tax laws. I would much prefer giving my money 
to a charitable organization rather than giving it to ‘Uncle Sam. 
So if the law raises this 5 percent to 10 percent, as you say, then I 
could probably take credit for all that puts me in the excess-profits 
tax by giving it to a charitable foundation, and then I would pay Uncle 
Sam only the 52 percent, which is simply a doorway that we are open- 
ing up to lose revenue for the Treasury, which badly needs it, in order 
to furnish additional income to these charitable organizations that 
are mushrooming all over the country today because of the high tax 
rate. 

There is no reason why, 3 ace ording to your philsophy, it should not 
be 50 percent instead of 5, 10, 15, or 20. We are moving in that 
direction. 

Personally, I am opposed to raising it above the 5 percent, because 
I feel that Uncle Sam needs the money probably as badly if not worse, 
under present conditions, than a lot of these charitable organizations 
or foundations that have been organized. 

Mr. Rosenrevp. I would like to reply to your statement in this way, 
sir: It would never be suggested by me that the 10 percent be increased 
to 50 percent. 

Mr. Mason. No; but when the income tax was first initiated it was 
stated definitely in the debates it would never go over 5 percent, and 
now it is up to 92 percent. That is the history of these taxes. That 
would be the history of any exemption that we would start. 

Mr. Rosenretp. I would like to reply further to you, sir, although 
I cannot make this statement from any actual statistics, from an 
examination of the reports of big business listed securities, those 
reports that I have oe and I have seen a great many, although I 
am not a statistician, big business does not contribute anything like 
5 percent and is not going to, from the very nature of the organiza- 
tion. I have never seen a big business showing a 5-percent contri- 
bution. 
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General Motors and General Electric and United States Steel do 
not do that, and they are not going to do it. Even if it were 50 per- 
cent, they would not do it. 

Mr. Mason. They would not dare do it, because they are not owned 
by 1 or 2 or 3 people. 

Mr. RosenFrewp. That is exactly right, sir. But it is for this group 

of what I call large “small business,” people who own their own busi- 
nesses and who are philanthropic, and who have, as I have indicated 
here, in several instances given in excess of their deductions. ‘Those 
people would, I am confident, be happy to give not at the 82-percent 
rate but at the 50-percent rate or a 42-percent rate. 

Mr. Mason. That is what you want to encourage, and that is what 
I want to discourage, because I do not want them to get out of paying 
Uncle Sam what he is entitled to have in order to build up these 
foundations. 

Mr. Rosenretp. My only answer, sir, is that there are relative ad- 
yantages and disadvantages, and to my mind I see in bad years the 
drying up of these sources that the charities now obtain their contribu- 
tions from. ‘The community chest, the hospitals, and what not, today 
are raising money from contributions. It is becoming increasingly 
difficult to get those contributions from individuals because of the 
impact of the income-tax law on individuals. It is becoming rela- 
tively easier to get them from corporations. 

It will be very difficult in years of economic depression for our 
public charities to maintain themselves on the sums that they will 
then be able to raise; whereas an encouragement to storing up, in 
these fatter years, sums that will be available for those purposes in 
lean years, I regard as economically sound and in the public interest, 
sir. 

The Cuatrman. We thank you, sir, for your statement and your 
contribution to the committee. 

The next witness is Mr. Clinton B. D. Brown, Washington, D. C. 

Mr. Brown, we are glad to see you. Will you just give your name 
and the capacity in which you appear for the record ¢ 


STATEMENT OF CLINTON B. D. BROWN, ATTORNEY AT LAW, 
WASHINGTON, D. C. 


Mr. Brown. Mr. Chairman and members of the committee, my 
name is Clinton B. D. Brown. I am an attorney at law, admitted to 
practice in the State of New York and the District of Columbia. 

I particularly appreciate the opportunity to testify this morning, 
because I want to bring to the committee’s attention an inequity in 
the present tax laws which has affected several of my clients in the 
past, and which I believe may affect me personally this year, as a tax- 
payer who has recently purchased his own home. 

The problem which I propose to discuss potentially affects every 
taxpayer who has occasion to buy or sell real property, either for 
business purposes or as a home. The manner in which the present 
law operates can best be illustrated by considering a simplified hypo- 
thetical illustration. From this it will readily be seen how the ex- 
isting rule promotes confusion and injustice and why it is a recur- 
ring source of perplexity to taxpayers, lawyers, and accountants, 
whenever real estate changes hands. 
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Let us assume that Smith buys a house from Jones for $20,000, The 
contract of sale contains a provision to the effect that taxes shall be 
apportioned, as between the buyer and seller, to the date of settlement. 
The property is situated in a jurisdiction where State and local taxes 
are levied on a calendar-year basis, and amount to $1,200 annually. 
Under local law the entire tax becomes due and payable on May 1 
of the calendar year to which it applies. Final settlement of the 
transaction takes place on April 1, at which time Jones executes and 
delivers his deed conveying the property to Smith. 

At the settlement, in accordance with the terms of the sales con- 
tract providing for apportionment of taxes, an adjustment is made 
whereby Smith, the purchaser, receives a credit of $300 against the 
purchase price. This sum represents the pro rata portion of the 
$1,200 annual tax which is allocable, under the terms of the contract, 
to the 3-month period of the tax year; that is, January, February, 
and March, when the seller still owned the property. Smith, there- 
fore, pays Jones $19,700 at the settlement. Subsequently, on May 1, 
Smith pays the entire amount of the tax, or $1,200, to the local tax 
authorities. 

As a practical matter, the purchaser in the illustration given has 
not borne the burden of the entire tax, because he received a credit 
of $300 at the settlement. However, one can hardly deny that he has 
paid at least $900 of the taxes for the current year out of his own 
pocket. 

We come now to the “S64 question”: Can Smith deduct either the 
$1.200 or $900 in his Federal income-tax return ? 

[t may come as a surprise to some of you gentlemen who do not 
happen to be lawyers or tax accountants to hear that the Supreme 
Court denied the right of a purchaser to claim this deduction in a 
case decided in 1942, in which the essential facts were identical to 
those given in the illustration (Magruder v. Supplee, 316 U.S. 394). 

In the case cited, the taxpayers had purchased various parcels of 
real estate in Baltimore, Md. The State and city taxes on the real 
estate for the current year had not been paid at the time of the pur- 
chases. The contracts provided for apportior iment of these amen, 
the purchasers agreeing to pay the entire amount of the taxes, and 
the sellers undertaking to bear the burden of that portion of the 
taxes allocable to the fraction of the year that had expired prior to 
the date of purchase. Adjustments were made in the purchase prices 
to reflect this arrangement. 

After they had taken title to the properties, the purchasers paid 
the full amount of the taxes to the local authorities. In their income- 
tax returns for the year in which the payment was made, which they 
filed on the cash basis, they deducted the pro rata portion of the entire 
taxes which was allocable to the fractional part of the year during 
which they owned the property. For the record, as I stated earlier, that 
was $900. The deductions were disallowed and a deficiency assessed 

gainst them, which they paid. Taxpayers then brought suit against 
the collector for a refund of overpayment on the ground that the 
deductions should have been allowed. 
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The collector contended that the deductions were not allowable 
under section 23 (c) of the Revenue Act of 1936. The applicable 
language of that section read as follows: 

Sec. 23. Depuctions From Gross INcomr.—In computing net income there 
shall be allowed as deductions : 

(c) Taxes GENERALLY.—Taxes paid or accrued within the taxable year, * * *, 

The Collector argued, in effect, that “taxes paid,” as that term is 
used in the statute, should be construed as though it read “taxes paid 
if assessed on the tax rolls to the taxpayer.” As so construed, tax- 
payers would not be entitled to the deductions, even though they sought 
only to deduct that portion of the taxes for the entire year which 
accrued during the period of their ownership. ‘The collector relied 
on the applicable Treasury regulation then in effect which provided 
that— 

In general taxes are deductible only by the person upon whom they are imposed. 


Since, under Maryland law, the taxes had already become a lien 
against the property prior to the date of sale, he argued that they were 
not taxes imposed upon the purchasers hut taxes imposed upon the 
sellers, and therefore should be treated by the purchasers as part of 
the cost of the property. 

The United States District Court for the District of M: aryl and, where 
the case was tried, rejected the contention of the collector and awarded 
judgment of refund in favor of taxpayer-purchasers (Supplee v. 
Magruder, 36 F. Supp. 722 (1941)). The court expressed approval 
of the “almost universal custom” which it found to exist in Baltimore, 
whereby purchasers and sellers of real estate apportioned the burden 
of property taxes to the date of settlement and transfer. It cited 
the testimony during the trial of two experienced certified public 
accountants who stated that for many years past, in preparing income 
tax returns for their clients, they habitu: illy deducted taxes as adjuste d 
between buyers and sellers in the manner which had been done by the 
taxpayers in the instant case. 

The Government appealed the case to the Circuit Court of Appeals, 
which affirmed the judgment in favor of the taxpayers (123 F. 2d 
399). On a writ of certiorari to the Supreme Court of the United 
States, the judement of the district court was reversed and the rule 
was laid down Which has continued in force to the present day 
(Magruder v. Supplee, 316 U.S. 894 (1942)). 

The Supreme Co held, in its opinion delivered by Mr. Justice 
Mu rn hy, that a purchaser cannot deduct the taxes which he paid after 
he became an of the property if, prior to the sale, the taxes has 
become either a personal liability of the seller or (2) a lien against 
the Seatanee,” The Court pointed out that resort must be had in 
every case to the local law, to determine whether either of these 
conditions existed. ‘The Court then reviewed the applicable Maryland 
statutes and decisions and concluded that both conditions had existed 
prior to the sale. Therefore, it followed that the taxes were an obliga- 
tion of the sellers and hence could not be deducted by the purchasers. 
It mattered not that the parties had agreed to apportion the taxes, 
because they did not have it in their power to change the incidence 
of local taxes by their mere agreement. 
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As a result of the rule established by this case, anyone who buys or 
sells property is compelled to examine the local law to determine (1) 
the date when taxes become a personal liability of an owner, and (2) 
the date when a lien for the taxes attaches against the property. In- 
asmuch as the local laws vary widely from State to State, no uniform 
rule is available to the taxpayer as a guide. He must carefully ex- 
amine and correctly interpret the law of his own jurisdiction at his 
peril. Applying this test, sometimes the deduction will be allowable 
to the seller, even though the purchaser pays the taxes, and some- 
times it will be allowable to the purchaser. But in no event can both 
parties claim their pro rata share of the deduction, based upon the 
adjustment of taxes made on the settlement date. Instead, we are 
bound by the artificial and legalistic concept that the tax can only be 
the “obligation” of the party upon whom it is “imposed,” and there- 
fore deductible by that person alone. 

All of this confusion and difficulty could be avoided if purchasers 
and sellers were allowed deductions for their respective portions of 
the tax burden as determined pursuant to the terms of the contract of 
sale. This result could be accomplished by a simple technical amend- 
ment to section 23 (c) of the Internal Revenue Code providing that, 
as between a vendor and purchaser of real property, taxes will be 
deemed to have been “paid or accrued” in respect of each taxpayer in 
proportion to the adjustments made between the parties on the settle- 
ment date. I recommend that the committee consider the adoption 
of such an amendment. 

The CHarmman. Thank you very much. 

Are there any questions or observations ? 

We thank you, sir, for your appearance and the information that 
you have given the committee. 

I am going to ask unanimous consent that a statement may be sub- 
mitted by the American Hospital Association at a later date. 

(The statement referred to follows:) 

AMERICAN HOSPITAL ASSOCIATION, 
COUNCIL ON GOVERNMENT RELATIONS, 
Washington, D. C., August 10, 1958. 
Re Tax Revision Problems—Topie 4—Deductions of charitable contributions. 
Hon. DaNntet A, REED, 


Chairman, House Ways and Means Committee, 
United States House of Representatives, Washington, D. C. 

Dear Mr. CHAIRMAN: One of the most significant principles of tax legislation 
is the encouragement of individual and corporate contributions for charitable 
educational purposes. The whole voluntary system depends on this encourage- 
ment. If this encouragement is withdrawn, the voluntary system is jeopardized. 
If the encouragement is strengthened and expanded, Government gains in the 
long run because voluntary effort will perform, at less expense to the Govern- 
ment, many of the obligations of society which would otherwise be a burden upon 
Government. 

The American Hospital Association includes in its membership more than 
5,000 of the Nation’s nearly 7,000 hospitals. Although our membership includes 
most of the tax-supported hospitals owned and operated by city, county, State, 
and Federal Governments, and a large number of proprietary hospitals, we make 
this statement on behalf of our institutional members which are nonprofit 
hospitals. 


VOLUNTARY HOSPITALS RENDER PUBLIC SERVICE 
About one-ninth of our population is hospitalized each year. In 1952 total 


admissions were nearly 19 million. More than 12 million were admitted to non- 
profit hospitals; almost 5 million were admitted to Government hospitals; and 
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1% million were admitted to proprietary institutions. Less than 5 percent of 
the patient-days of hospital care are rendered in proprietary institutions. Most 
proprietary hospitals are relatively small institutions, extending the community 
service of a practicing doctor or professional nurse. On the other hand, Govern- 
ment hospitals include most of the large long-term institutions to which fewer 
patients are admitted for longer periods of care. 

The 1,100 chureh hospitals and 2,100 nonprofit secular hospitals cared for tw: 
thirds of all persons hospitalized last year. In other words, it is the voluntary 
hospital, a nonprofit or church institution serving a community, that is usually 
thought of when hospital care is needed for the average individual! 

Many communities have had to build hospital facilities with tax funds to 
provide a considerable amount of hospital care to indigent citizens unable t« 
pay for it. In other communities arrangements are made with the voluntary 
community hospital to purchase service for beneficiaries of community welfar: 
This is usually done at rates related to actual cost of providing care, altho 
in many areas local government has not reimbursed hospitals for the full cost 
and hospitals have carried a considerable part of the community welfare burden. 

The point we make is that when voluntary effort builds a hospital, tax funds 
are saved. The loss in tax funds through encouragement of voluntary effort is 
believed to be more than offset by this savings, and there are many who believe 
that the voluntary system, thus encouraged, has within it incentives leading to 
a higher quality of care. 

It has been ruled many times by the courts that voluntary hospitals are not 
commercial enterprises. Their very existence is a service to the community. 
The acceptance of patients who pay all or part of the cost of care does not change 
the fact of their charitable nature as voluntary institutions. It has been the 
tradition of our society to encourage voluntary institutions by making gifts to 
them exempt from individual or corporate income tax and other taxes, 


HOSPITALS DEPEND ON CHARITABLE CONTRIBUTIONS 


Of course, the only way to have voluntary hospitals is through voluntary 
contributions. Hospital construction in the past depended very heavily upon 
gifts, legacies, endowments, and charitable contributions of all kinds. Today, 
community hospitals are being built to meet the needs of our expanding and 
nomadic population. Many of these hospitals are financed by community fund- 
raising campaigns and charitable donations. 

A primary incentive in such donations is the stamp of approval given by the 
Federal Government in the form of an income-tax deduction. In addition, the 
income-tax deduction makes it possible for individuals and corporations to 
channel a larger share of their income to the accomplishment of worthy purposes 
than would otherwise be possible. 

It is quite obvious that the services of nonprofit hospitals are supported by 
charitable contributions which are encouraged by the Federal income-tax 
structure. 

The function of nonprofit hospitals has been recognized by the Federal Gov- 
ernment in the Hill-Burton program, which offers Federal aid to communities 
to plan to build most needed hospitals. The Federal Government offers only a 
share of the cost of construction; the remainder must be raised by local funds, 
either tax funds or community contributions. After the hospital is built, the 
community continues to operate it without further Federal assistance or control. 

To operate a hospital for 1 year will require around one-third as much as to 
build it. Operating funds must come from patient income and charitable contri- 
butions or Government reimbursement for those unable to pay for care. Obvi- 
ously, charitable contributions cut down Government's responsibility. 


WHY ENCOURAGE VOLUNTARY EFFORT? 


In 1874, Charles Eliot, then president of Harvard University, was asked for 
his opinion on the exemption of certain property from the Massachusetts taxes 
because of its use for charitable purposes. He said that such property— 

“* * * is like property of a city or State which is essential for carrying on 
the work of the city or State. * * * When a church or a college or a hospital 
buys land and erects buildings thereon * * * the State does sacrifice, by the 
exemption statute, the opportunity to tax, in the future, the improvements which 
might have been put upon that land if it had not been converted to religious, 
educational, or charitable purposes. This is the precise burden of the exemption 
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upon the State. Why does the State assume it? For a reason * * * much 
stronger than its reason for building a new road and losing that area forever 
to taxation. * * * The State believes that the indirect gain to its treasury, which 
results from the establishment of the exempted institutions is greater than the 
loss which the exemption involved. If this belief is correct * * * the exemp- 
tion can hardly be described as a burden to the State at large. 

“The simple reasons for the exemption of churches, colleges, and hospitals 
from taxation are these: First, that the State needs those instiutions; and 
secondly, that experience has shown that by far the cheapest and best way in 
which the State can get them is to encourage benevolent and public-spirited 
people to provide them by promising not to divert to inferior public uses any 
part of the income of the money which these benefactors devote to this noblest 
public use. The statute which provides for the exemption is that promise. 

“Exemption from taxation then * * * is an inducement or encouragement 
held ont by the State to private persons or private corporations to establish 
and maintain institutions which are of benefit to the State. 

“The reason for treating these institutions in an exceptional manner is that 
having no selfish object in view or purpose of personal gain, they contributed 
to the welfare of the State. Their function is largely a public function; their 
work is done primarily for individuals, but ultimately for the public good. 

“Such is the absolute necessity of the public work which the institutions of 
religion, education, and charity do that if the work were not done by these private 
societies, the State would be compelled to carry it on, through its own agents and 
at its own charge. In all the civilized world, there are but two known ways 
of supporting charity. The first and commonest way is by direct annual sub- 
sidies or appropriations by Government: the second way is by means of endow- 
ments. These two methods may of course be combined. To tax such endow- 
ments is to reduce the good work dene by them, and therefore to increase the 
work to be dene by direct annual appropriation of Government money. If the 
State wants the work done, it has but two alternatives—it can do it itself, or 
it can encourage and help benevolent and public-spirited individuals to do it. 
There is no third way. 

xemption encourages public benefactions. But when an institution has once 
saddled itself firmly on the public treasury, no private person thinks of con- 
tributing to its support 

“Exemption fosters the publie virtues of self-respect and self-reliance; the 
grant method leads straight to an abject dependence upon that superior power— 
sovernment. The exemption is wholesome, while the direct grant is, in the long 
run, pernicious.” 

On December 12, 1947, the House of Representatives heard testimony pre- 
sented by Graham L. Davis, then president of the American Hospital Association, 
on this same point. In his conclusion, Mr. Davis said: 

‘In summary, we repeat that society demands that its sick and its poor be 
eared for. Nonprofit organizations which help to carry this burden must be 
encouraged and assisted by every means possible to government. The alternative 
s for government itself to provide such care. This enormously expensive al- 
ernative would not only impose a tremendous additional burden on tax funds, 

ut would also make it impossible for voluntary hospitals to continue their role 
of leadership in the health field without providing any suitable alternative. 
Besides, the difficulties inherent in such vast operation might well lead to 
disastrous deterioration in the quality of services provided. It is logical and 
necessary that government encourage every voluntary effort which will effectively 
operate to reduce the burden which might otherwise fall upon government itself, 
The Federal Government and all State governments, have traditionally encouraged 
such voluntary hospital effort by tax exemption; this proven principle should be 
followed in future legislative policies.” 

We trust that your committee will adhere to the traditions of our country 
and strengthen our voluntary system by continuing or expanding the encourage- 
ment of charitable contributions. 

Respectfully, 


Wm. S. MoNary, 
Chairman, Council on Government Relations. 
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(The following material was submitted for the record on topic 4 :) 


STATEMENT BY Extswortn C. ALvorp, WASHINGTON 6, D. C., Re CHARITABLI 
DEDUCTIONS 


Public Law 465 of the 82d Congress amended section 23 (0) of the Int:-rnal 
Revenue Code to increase the deduction for charitable contributions allowed to 
individuals from 15 to 20 percent of adjusted gross income. 

The Revenue Act of 1987 limited the deduction for charitable contributions of 
personal holding companies and foreign personal holding companies to 15 per 
cent of net income, “thereby giving,” in the words of the report of the Ways and 
Means Commitee on the 1987 act, “the personal holding company the same per 
centage deduction as in the case of an individual.” This correlation of the de- 
duction percentage with the percentage for individuals was consistent with the 
general concept of treating personal holding companies and foreign personal hold 
ing companies as being essentially “incorporated individuals.” However, when the 
percentage limitation or the deduction of charitable contributions by indi- 
viduals was raised to 20 percent in 1952, no corresponding change was made in 
the percentage limitations on deductible charitable contributions by personal 
holding companies and foreign personal holding companies. 

The concept of relating the percentage limitation on the deduction of charitable 
contributions by these companies to the percentage limitation on individuals is 
correct today, as it was in 1937, and consequently the limitation for these com 
panies should also be raised to 20 percent. 

Recommendation: Effective with respect to taxable years beginning after 
December 31, 1951, amend sections 336 (a) (2) and 505 (a) (2) of the Internal 
Revenue Code to raise the percentage limitation on deductible charitable con 
tributions to 20 percent. 





LAW OFFICES OF CLARK, Pryor, HALE, Prock & RILEy, 
Burlington, Iowa, May 21, 1958. 


Hon. THomas E. MARTIN, 
House Office Building, Washington, D. C. 

Dear Mr. MArTIN: I notice in the tax service that the House Ways and 
Means Committee has announced a list of 40 subjects which they will con- 
sider concerning the revision of certain phases of the Internal Revenue Code 
In the list of 40 I also notice that there is included deduction of charitable 
contributions, interest, and taxes. 

I would like to call your attention to a matter which I believe is an over- 
sight on the part of the drafters of new legislation in 1951 making savings 
and loan associations subject to income tax. As you know, if a savings and 
loan association does not have a certain amount of reserve, it does not have 
to pay any income tax provided that distribution of net income is made to 
its shareholders prior to the end of the taxable year. 

I represent Mississippi Valley Savings & Loan Association here in Burlington 
and prepared its first tax return under the new act. At the time of making 
this return we were aware that because of the peculiar nature of the savings 
and loan association, there is some question as to whether or not they are 
entitled to take a deduction for a charitable donation when they have already 
distributed their net income to their shareholders. We had an advance idea 
at least that the Commissioner would disallow such deduction based on the 
theory that corporate deductions for charitable contributions could not exceed 
5 percent of the net income and that inasmuch as savings and loan associa- 
tions were allowed deductions for dividends paid to their shareholders, they 
had no net income. This, in effect, as you can readily see, forces savings and 
loan associations to pay income tax on the amount of their charitable contribu 
tions. 

In the case of the Mississippi Valley Savings & Loan Association, for instance, 
they had made approximately $1,000 worth of charitable contributions. The 
Commissioner has taken the position that they will owe $300 tax on these 
charitable contributions. 








164 GENERAL REVENUE REVISION 


Perhaps there is some technical justification for the Commissioner’s position. 
However, I think it is questionable based on the fact that savings and loan 
associations do have net income even though they distribute it to their share- 
holders prior to the end of an accounting period and, therefore, have no income 
tax to pay, and in this respect, of course, are treated very similar to a partner- 
ship. As you no doubt also know, the law states that a corporation’s charitable 
contributions may not exceed 5 percent of the taxpayer’s net income as com 
puted without the benefit of this section. It seems to me that the proper inter: 
pretation would be that if a savings and loan association had a net income 
of $20,000, after deducting operating expenses, they should be entitled to a 
charitable deduction of $1,000, thereby making available for distribution to 
their shareholders the sum of $19,000. Although there has been some talk in 
our case of making a test case of the matter, such a procedure is very expensive 
and hardly warranted. 

In discussing this matter with the board of directors, I think the general 
attitude was that they did not feel like being a martyr to any particular 
cause and would, therefore, merely reduce the amount of their charitable con- 
tributions by 30 percent in anticipation of being taxed on such contributions. 

If the reaction of the members of the board of directors as mentioned above 
is typical of the reaction which will no doubt come forth from other boards, 
you can readily see that it could easily have a rather substantial adverse 
effect on various charitable organizations. I felt at the time of making the 
return, and still feel, that it was not the intent of Congress to tax savings and 
loan associations on the amount of their charitable contributions. From a 
public-policy standpoint and also from a cost standpoint, it was my thought that 
it would be well to have this matter clearly spelled out by legislative action 
rather than court procedure, 

I would appreciate it greatly if you would give some thought to the matter 
and if you feel that it has merit, discuss it with the other members of the 
Ways and Means Committee when you meet to consider proposed changes in 
the tax law. 

lL am enclosing herewith copy of a letter received from our local collector’s 
office. 

Very truly yours, 
Elmer M. Jones 
Ev_mer M, JONES 
(For Clark, Pryor, Hale, Plock & Riley.) 





Des Mornes 8, Iowa, April 28, 1953. 
MISSISSIPPI VALLEY SAVINGS AND LOAN ASSOCIATION, 
Burlington, Iowa. 

GENTLEMEN: Reference is made to your 1952 corporation income-tax return, 
form 1120, which was filed as a no-tax return. 

However, it is noted you claimed $1,022.31 as a deduction for contributions, 
which deduction is required to be based on 5 percent of net income computed 
without the benefit of such deduction. 

Inasmuch as the net income computed without a deduction for contributions 
is $1,022.31, 5 percent of such amount would result in an allowable deduction 
of $51.12, thereby further resulting in a net income subject to tax of $971.19. 

Accordingly, 30 percent of $971.19 results in a tax liability of $291.31, in 
which amount remittance should be forwarded together with interest at 6 per- 
cent per annum from March 15, 1953, to date of receipt in this office. 

Please attach your reply to the enclosed copy of this letter for ready identifica- 
tion, 

Yours very truly, 


FRANK M. HALPIN, 
Director. 
By Frank J. Buiaser, Sr., 
Head, Collection Division. 
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CONGRESS OF THE UNITED StaTEs, 
HOusE OF REPRESENTATIVES, 
Washington, D. C., June 19, 1908 
Hon. DANTEL A. REED, 
Chairman, Committee on Ways and Means, 
House of Representatives, Washington, D. C. 


My Dear Mr. CHarRMAN: I am hereby transmitting a statement, addressed 
to your committee, by Mr. Thomas M. Bullock, corporate tax accountant for 
the Mechanics & Merchants Bank, of Richmond, with the request that it be 
included in the official hearings presently being held on the subject of taxation. 

Mr. Bullock’s statement is in reference to a proposed change in the law con- 
cerning deductibility of demolition losses, in connection with individual and 
corporate income taxes. 

With appreciation for your courtesies and with best wishes, I am, 

Sincerely yours, 
J. VAUGHAN GARY. 


JUNE 18, 1953 
COMMITTEE ON WAYS AND MEANS, 
House of Representatives, 
Congress of the United States, Washington, D. C. 


GENTLEMEN OF THE COMMITTEE: This communication is addressed toe your 
committee for the purpose of calling to its attention a grossly inequitable atti- 
tude on the part of the Bureau of Internal Kevenue, based upon its own 
regulations rather than upon any legislative enactment, regarding the deducti- 
bility for income-tax purposes of so-called demolition losses. I write your 
committee in the hope that, through appropriate legislative action, this incquita 
ble attitude may be eliminated and revised regulations may be promulgated 
permitting the deduction of demolition losses in a case such as that outlined 
below. 

In 1941 I had the pleasure of appearing in person before your committee 
and advocating recognition of the fact that amortization of bond premiums 
on investment portfolios is a necessary operating expense over the life of bonds 
and hence should be an allowable deduction to taxpayer-owners, regardless of 
whether said owners be banks, other corporations, or individuals. This pro 
posed treatment of bond amortization was and is in aceord with sound business 
accounting principles. Said treatment was, in fact, reflected in the policies of 
the Federal Deposit Insurance Corporation and was required by the Iluvest- 
ment Securities Regulation of the Comptroller of the Currency. By so amortizing 
bond premiums, the income of any 1 year was not distorted, in contrast to the 
situation under the then policy of the Bureau of Internal Revenue; and the 
elimination of a large loss, accruing over the life of the bond but required by 
the Bureau to be deducted in 1 year alone, had the effect of eliminating a further 
obvious distortion. 

Your committee immediately recognized the validity and the soundness of 
the change, then proposed, in the treatment of bond premiums for tax purposes, 
with the result that section 125 of the Internal Revenue Code was promptly 
enacted into law by the Revenue Act of 1942. Thereafter, amortization of 
bond premiums was allowed as a deduction. 

The problem presented by demolition losses, arising from the razing of build- 
ings upon land where the property was acquired, e. ¢., for the purpose of 
establishing a parking lot, is not dissimilar to that heretofore involved in the 
case of bond premium amortization, particularly in the case of banks. Tax- 
payers of the latter type are required, immediately upon completion of the 
demolition, to charge off the loss under the policies and regulations of the 
Federal Reserve Board, the Comptroller of the Currency, and the various State 
regulatory bodies. The taxpayer has no option in that regard: the loss must 
be charged off when incurred, and said loss must be recovered from earnings 
before funds may be made available for dividends. After the mandatory charge 
off by the Federal and State bank examining authorities of the “basis” of the 
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building, that asset is gone forever; no depreciation thereon is allowable at any 
later time, and the taxpayer is not permitted by the Bureau of Internal Revenue 
to recoup said “basis” unless and until, if ever, the property is disposed of. 
This treatment is unfair, illogical, and incongruous in the extreme and should 
be changed through congressional legislative action. 

It should be recalled that the office of the Comptroller of the Currency is an 
integral part of the Treasury Department, just as is the Bureau of Internal 
Revenue. The Federal Reserve Board is an agency or instrumentality of the 
Federal Government. State banks which are members of the Federal Reserve 
System are subject to the latter’s supervision, just as is a national bank, and in 
addition all State banks are subject to visitation and regulation by the State 
supervising bodies. When the Comptroller of the Currency, the Federal Re- 
serve Board, and the State authorities, or any one of them, orders the chargeoff 
of a loss—each of the three named agencies has an identical policy with regard 
to chargeoffs of that character—a bank has no alternative but to obey; but 
said chargeoff does not, though it should, give rise to a deductible loss for 
income-tax purposes under the policy now pursued by the Bureau of Internal 
Revenue. This situation, in effect, would make it almost necessary for a tax- 
payer to keep 2 sets of books—1 for business and commercial purposes and 1 
for income tax purposes. This is indefensible. 

A situation comparable to that outlined above, one involving the chargeoff 
of bond losses as ordered by a national bank examiner, was presented in the 
case of Citizens National Bank of Orange v. Commission (74 F. (2) 604 (COA 4, 
1935)). The following is quoted from the opinion in that case: 

“The question presented, as stated by the Board of Tax Appeals in its opinion, 
is ‘whether the direction of the national bank examiner to write down bonds, is 
sufficient, under the law, to entitle a taxpayer to take as a deduction in its return 
the amount of the writedown so ordered.’ 

“Here we have a case in which one branch of the Government can compel the 
taxpayer to take an action with regard to its securities which, when taken, will 
not be recognized by another branch of the Government. This is not fair to the 
taxpayer. There should be at least some semblance of coordination between 
the several branches of the Government in dealing with a taxpayer. It is im- 
material as to what reason the bank examiner gave for ordering the chargeoff. 
His determination that the bonds were worthless in part was sufficient. The 
bank was under the necessity of complying with the instructions given and it 
seems only reasonable that the bank should be allowed, in its return for the 
purposes of taxation, a deduction, corresponding in amount to the chargeoff made 
under compulsion. Otherwise the bank would be compelled to keep 2 sets of 
books, one as directed by the bank examiner, and the other for the purpose of 
making its tax return. 

* s Ba * *« * = 
The bank was, in any event, obliged to follow the examiner’s orders. The 
petitioner should be allowed the deduction and the decision of the Board of 
Tax Appeals is accordingly reversed.” 

Upon the basis of the foregoing decision, it might appear that demolition losses 
Which are charged off pursuant to instructions of a Federal or State supervisory 
agency, are deductible; certainly said decision supports that view. Neverthe- 
less, the Bureau of Internal Revenue takes the position that the cost of the 
building when acquired, adjusted for depreciation, may not be deducted upon 
its demolition and that the adjusted basis thereof must be added to the land 
value, even in those cases where the chargeoff was made under compulsion of 
Federal or State supervisory agencies. 

The treatment suggested herein for demolition losses is in full accord with 
sound accounting practice. American taxpayers, banks, and others as well, are 
willing to pay income taxes upon their true net earnings from year to year to 
support our Federal Government, though of necessity tax rates on their incomes 
may have to be increased from time to time, The true net income of any tax- 
payer who sustains a demolition loss cannot accurately and equitably be deter- 
mined unless provision be made for deduction of that loss in the year when 
sustained. ; 

Because of its long-standing regulations, the Bureau of Internal Revenue feels, 
as it has informed me within recent days, that relief cannot be obtained ad- 
ministratively by a taxpayer; but that relief can be obtained, if at all, only 
through an appeal to the Congress. That is the reason for this letter to your 
committee. 
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The desired result can be obtained by an appropriate addendum, amending 
section 23 of the Internal Revenue Code, and I trust that your committee will 
take proper steps to that end. 

Respectfully submitted, 

Tomas M. BULLOcK, 
Corporate Tag Accountant for Mechanics & Merchants Bank, 
(Member of Federal Reserve System), Richmond, Va. 





STATEMENT OF EpIsSON ELEcTRIC INSTITUTE, New YorxK 17, N. Y., Re FeperRat STAMP 
TAxEs AND OTHER CAPITAL StocK ISSUANCE EXPENSE 


This statement is filed by the Edison Electric Institute on behalf of the electric 
utility industry of the United States. 

Expenses of organization of a corporation and issuance of its capital stock, 
such as incorporation fees, attorneys’ and accountants’ fees, and other expenses 
incident to incorporation or stock issuance are deemed, under existing law, to 
be capital expenditures not deductible from gross income. The theory of the 
rule appears to be that such expenditures are a reduction of the amount received 
by a corporation upon issuance of its stock and therefore represent merely a 
reduction of the capital invested by the stockholders rather than an employment 
of such capital for the purposes of the business. 

Expenses of issuance of stock, preferred or common, subsequent to original 
organization including Federal issuance taxes are similarly treated as non- 
deductible capital items. The capital theory of such items has evolved over 
the years through court decisions which in turn have given rise to Bureau rulings 
resulting in the present rule as indicated, 

This rule had its inception at a time when corporate financing and corporate 
organization were handled on a very different basis than exists under today’s 
conditions. Accordingly, the rule should be reexamined in the light of the 
reorientation in financing of the utility business 

The raising of capital through issuance of stocks and bonds is one of the most 
important aspects of the utility industry. It is common knowledge that large 
amounts of new money are required continually in the development and expan 
sion of the industry. On the average $4 invested in plant and equipment is 
required for every $1 of revenue, as compared with manufacturing industries 
which average $1 or less invested in property for every $1 of revenue. More 
over the utility industry faces a dual problem of heavy capital requirements 
in order to maintain growth, with a comparatively small amount of retained 
earnings with which to finance such expansion. As a consequence it is an 
entirely “ordinary and necessary” function of the industry to go repeatedly to 
the money market to raise a major portion of the funds required to serve the 
public. 

From an income-tax standpoint it would be more advantageous to the utility to 
raise money through bond financing since the expenses of such financing includ- 
ing the items referred to above are deductible pro rata over the term of the 
bond issue. However, public utilities cannot rely only on bond financing to 
meet their capital requirements. In their case because of the need to main 
tain credit rating and the necessity of complying with regulatory requirements 
there is a compulsion to maintain a balanced capital structure comprising 
approximately 50 percent debt and 50 percent or more preferred and common 
stocks. 

Under the circumstances recited the issuance of stock is a regular part of the 
utility’s business and the recurring expenses associated therewith are just as 
much an ordinary and necessary expense as any other item of operating-ey pense 
nature. It is inequitable, therefore, that these expenses should be capitalized 
and not permitted as a deduction in the determination of the utility’s net income 
when they are such an integral part of the year-by-year operations of the average 
utility. 

The impact of these expenses under modern-day procedure is vastly greater 
than it was in the early years of the growth of the corporate form of business. 
Present-day laws very properly set up elaborate safeguards for the benefit of the 
investor in the issuance of securities, compliance with which is an expensive 
process. Issuance taxes long in the law were initially at a much lower rate 
than obtains at the present time As these and other expenditures described 
herein have increased and multiplied in class and extent they have lost entirely 
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whatever slight capital characteristic they once may have had under a theory 
of law initially developed at a time when such expenditures were relatively few 
in kind and nominal in amount. 

The following items, which have every aspect of ordinary and necessary 
expense, are incurred every time an issue of stock is sold, and therefore should 
be allowed as deductions from gross income: Securities and Exchange Com- 
mission filing fees; State corporate filing fees; State regulatory filing fees; 
Federal, State, and local taxes; legal, engineering, and accounting services; 
investment counsel fees; transfer agent and registrar fees; printing; engraving; 
advertising; and other administrative expenses in connection with issuance of 
stock securities. 

In any realistic concept of net income subject to tax the treatment of these 
expenditures as nondeductible is difficult to understand. By their very nature 
they are clearly essential, ordinary, recurring expenses of doing business and 
should be so treated, consistent with the overall statutory scheme of allowing all 
ordinary and necessary expenses of conducting a business, as deductions from 
the income of the business. 

It is respectfully submitted, therefore, that the Internal Revenue Code should 
be amended so as to allow the deduction of these expenditures. 

SpectaL Tax PoLticy COMMITTEE, 
Epison Ececrric INSTITUTE, 
CHARLES E. OAKEs, Chairman. 





STATEMENT OF SIDNEY GELFAND, NEw York, N. Y. 


Gentlemen, I wish to call to your attention a tax-avoidance loophole that exists 
in the present Internal Revenue Code that I am quite sure was never intended by 
Congress, 

In order to increase the yield on investments in short-term Government bonds 
and notes, some financial institutions have made the following offer (with slight 
variations) to taxpayers in the high surtax brackets: 

1. The banks sells United States Treasury 13¢-percent notes due March 15, 
1954, at market price (ranging from 99%: to 99149). 

2. The bank lends the purchaser the amount of the sale less a nominal 
deposit of $2,000 per $1 million. 

3. The loan is evidence by a note signed “without recourse” and secured 
by the Treasury notes sold. Interest charge is 244 percent. 

Assume a married individual with a net income of $75,000 annually purchases 
$5 million of United States Treasury 13¢-percent notes at 9952 on March 15, 1953, 
on the basis outlined above.- In 1 year’s time he will pay interest on the $5 million 
borrowed of $112,500 and receive interest of $68,750. He will also have a capital 
gain of twenty-four thirty-seconds per note, or $37,500. Apparently the pur- 
chaser has lost $6,250 ($112,500—$68,750—$37,500). But look at the picture 
after taxes are considered. On a $75,000 net income after exemptions a married 
individual would incur a tax of $39,512 and have left $35,488. However, deduct- 
ing the net interest loss of $48,750 ($112,500—$68,750) on the purchase of $5 
million United States Treasury notes, leaves net income after exemptions of 
$31,250, a tax of $11,235.50, and a remainder of $20,014.50. To this must be 
added the capital gain of $37,500 subject to tax at 26 percent, or $9,750. This 
remainder of $27,750 added to the $20,014.50 gives at total remainder after taxes 
of $47,764.50 compared to $35,488 if the purchase of notes and borrowing had not 
taken place. Thus, a person in the $75,000 net income bracket on a $10,000 
investment on which a loss cannot be sustained (notes need only be held to 
maturity, March 15, 1954) has realized in 1 year a profit of over $12,000, or 
120 percent, free of taxes. Obviously, the higher the income and the greater 
the purchase, the larger the savings dollarwise and percentagewise. This loop- 
hole is also available to corporations, particularly those subject to excess-profits 
tax, because of the added credit received for borrowed capital. 

The financial! institution has benefited by receiving 24-percent:interest instead 
or 1% percent and the particular taxpayer has benefited—all at the expense of the 
Treasury. 








| 
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The following table illustrates the example given: 


} With pur- | Without 
coase | purchase 
| | 
Net income after exemptions . | $75, 000 | $75, 000 
Interest received, 154 percent bus ib a | 68, 750 | 
Interest disbursed, 2% percent | (112, 500) | 
Taxable income } 31, 250 | 75. 000 
Federal income tax. . ‘ j | 11, 235 | 9, 512 
Total as 20, 015 35, 448 
Capital gain t 27. 500 
Capital-gain tax | (9, 750 
Spendable balance 47, 765 35, 448 


Attached is a copy of a circular received pertaining to this issue. 

Facts: (1) Purchase United States tax notes 134, March 15, 1954 at 991%» as at 
February 15, 1953. (2) Finance to maturity, interest charge, 244 percent. 
(3) Pay deposit of $2,000 per million on purchase; no additional cost. (4) Sign 
note without recourse, with right to repay. 





zg ’ 2 P | - 
| 5 million | ‘ jion 10 million | 15 million | 20 million 
WITH PLAN } 
Net income | 2 _-| $75, 00 $100, 000 $150, 000 | $200, 000 $300, 000 
vet interest deduction. ; weit 44, 375 66, 563 88, 750 | 133, 125 177, 500 
Taxable income 30, 625 33, 437 61, 250 | 66, 875 122, 500 
Federal income tax-.-.- Sedbacd i 10, 902 12, 436 30, 190 33, 98S 75, 232 
Balance 21, 001 31, 060 2 47, 268 
Capital gain 51, 563 68, 750 103, 137, 500 
tal " aa aill 54, 098 72, 564 99, 810 136, 012 184, 768 
I tax, capital gain 8, 938 13, 406 | 17, 875 26, 812 35, 750 
endable balance 15, 160 59, 158 81, 985 109, 200 149, 018 
WITHOUT PLAN 
neon 75. 000 100. 000 150, 000 200, 000 800, 000 
ler recome tax (joint)... 39, 512 57, 832 97, 532 140, 432 230, 432 
lable balance : 35, 488 42, 168 52, 468 59, 568 69, 568 
CASH SAVIN‘ 
plan, spendabk — 45, 160 59, 158 81, 93 109, 204 149, 018 
Wi it plan, spendable ; ft ~ 35, 488 12, 168 52, 468 59, 568 ), 568 
Net cash saving ‘ 9, 672 16, 990 29, 467 49, 632 150 
DEPOSIT REQUIRED TO COVER CASH LOSS 

Net interest deduction , id tae della 14, 375 66, 563 88, 750 133, 125 177, 500 
ME od ., cath aletemtinn cabimatdiadnitie 34, 37 1, 563 |} 68, 750 103, 125 137, 500 

Cash loss (covered by deposit of $2,000 
per million) ; Bet, of ‘ 10, 000 15, 000 20, 000 30, 000 40, 000 

CAPITAL GAIN 

Proceeds (par 100 ‘ 100, 000 (7, 500, 000 10, 000, 000 15, 000,000 | 20, 000, 000 
Cost (991943).......--. ilies oieetians lie eeeeitianal 4, 965, 625 |7, 448, 437 9, 981, 250 14,896,875 | 19, 862, 500 
A bb odes bu dad 34, 375 51, 563 68, 750 103, 125 137, 500 


I propose that the code be amended to provide that interest expense incurred to 
carry short-term indebtedness (period to be determined) bought at a discount be 
limited as a deduction to the amount of the interest received on said short- 
term indebtedness. 
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Cui1caGo AREA HospiITaL Funp, 
Chicago 3, Tu. 

The following changes are recommended to the joint Ways and Means Commit- 
tee of the House and Senate upon the assumption that the following two pro- 
visions are correct : 

1. The provisions of the Internal Revenue Code permitting corporations to de- 
duct in computing net tax above income, gifts to charity up to 5 percent of the 
corporation's net income were included in the law for the purpose of inducing cor- 
porations to assume the responsibility for charities and relieve the Government 
of any responsibility it might feel toward the support of said charities. 

2. The election on November 4, 1952, of President Eisenhower was a mandate 
from the people for the Government to stop its paternalistic attitude and exces- 
sive spending in support of charity and education which should be taken care of 
by individuals, business, and industry, both locally and nationally. 

If these assumptions are correct, we face the fact that the provisions of the 
code are not accomplishing the desired result. The average money spent by in- 
dustry for this purpose is seven-tenths of 1 percent and the reason for this small 
contribution is that industry does not feel that it can afford to give away stock- 
holders’ money at a cost of $0.48 per dollar of gift. An additional incentive must 
therefore be provided. 

Judging by the net taxable income of all corporations in the country during 
1951-52, 3 percent of this amount would be ample to supplement individual giv- 
ing and would adequately support not only the voluntary hospitals but all social 
welfare agencies and privately operated colleges. 

Therefore, in order to induse industry to pay out 3 percent, I suggest that 
an exemption on 5 percent of industry’s earnings be allowed, provided industry 
gives 3 percent to charity. I suggest that the provision of the code permitting 
corporations to deduct gifts to charity remain the same, but that a further pro- 
vision be added permitting the corporations which give 3 percent or more to 
charity to deduct $5 for every $3 accordingly given. If this were done, the cost 
to industry of giving 3 percent would be four-tenths of 1 percent which I think 
would be gladly given, when industry understood this 3 percent would adequately 
support all voluntary hospitals, social welfare agencies, and the voluntary and 
privately endowed schools and colleges of this country. 

I ean think of no better propaganda for free enterprise than use of an ac- 
complishment of this character over the Voice of America. 

I submit the above suggestion for the new tax bill in all sincerity and believe it 
is worthy of due consideration. 

Huntineton B. HENry, 
President of Chicago Area Hospital Fund, 





STATEMENT OF INDEPENDENT NATURAL GAS ASSOCIATION OF AMERICA, 
WASHINGTON, D. C., Re Feperat Stamp TAXES 


We recommend that stamp taxes imposed by section 1800 and section 3480 
of the Internal Revenue Code upon the issuance of corporate securities, capital 
stock., ete., be allowed in full as a deduction in the year in which incurred. At 
the present, time as set forth in I. T. 3806 CB 1946-2, 41, issued by the Bureau 
of Internal Revenue, stamp taxes on bond issuance are allowable as a de- 
duction upon an amortized basis over the life of the bonds to which they apply; 
stamps purchased in connection with stock issues are not allowed as deductions 
except for the possibility of deduction as an organization expense at the time 
of corporate dissolution. 

We fail to see a distinction in essence between these stamp taxes and any 
other kind of taxes, and we believe that in equity and in fairness they should 
be allowed as deductions from gross income, either as a tax or otherwise, in 
the determination of taxable net income for the year in which the stamps were 
purchased. 








t 
5 








GENERAL REVENUE REVISION 171 


TESTIMONY BY PHILIP C. PENDLETON, TREASURER OF THE UNIVERSITY OF PENN- 
SYLVANIA, REPRESENTING THE AMERICAN COUNCIL ON EpuUCATION, RE DEDUCTION 
OF THE CHARITABLE CONTRIBUTION 


I am Philip C. Pendleton, treasurer of the University of Pennsylvania, I am 
here as a member and representative of the committee on taxation and fiscal 
reporting to the Federal Government of the American Council on Education. 

The American Council on Education is an organization whose membership is 
made up of educational institutions and organizations. It now includes 145 
national and regional educational associations with interests in education at 
all levels; and 967 institutions, comprising 848 universities, colleges, and junior 
colleges, as well as State departments of education. public and private school 
systems, secondary schools, public libraries, and educational divisions of business 
and industrial concerns. 

On July 8, 1952, Public Law 465, 82d Congress, was approved by the President. 
This law, inter alia, increased the taxpayer's deduction for charitable contribu- 
tions from 15 percent of his adjusted gross income to 20 percent. 

While the colleges and unversities took the lead in urging the change, chari- 
table, religious, and other specified organizations were also deeply interested 
in the proposal, 

The request for the increased deduction was received with favor by the members 
of the House Ways and Means Committee and of the Senate Finance Committee. 
Without exception, the attitude of the members was both courteous and affirma- 
tive. They realized the desperate plight of these organizations and were pleased 
that they were endeavoring to help themselves, rather than asking for govern 
mental subsidies. The members’ attitude was well summed up in a report filed by 
Senator George in which he stated: 

“In addition to the relief granted in the case of sports programs conducted 
for the benefit of the Red Cross, your committee has added an amendment which 
increases the limit for income-tax deductions by individuals for contributions to 
charitable, educational, religious, and other organizations specified in the statute 
to an amount which does not exceed 20 percent of the individual’s adjusted gross 
income. Under existing law, the individual is limited to an amount for charitable 
contributions not in excess of 15 percent of his adjusted gross income. This 
amendment is made applicable to taxable years beginning after December 3 
1951. Your committee is of the opinion that by increasing the 15-percent limit 
to 20 percent, much-needed relief will be given to colleges, hospitals, and other 
organizations who are becoming more and more dependent upon private contribu 
tors to enable them to balance their budgets and carry on their programs 
The plight in which many of our educational institutions find themselves at 
the present time is due to the fact that their endowment income is inadequate to 
meet rising costs. It is only through supplemental gifts by the alumni or other 
persons interested in the cause of education that they are able to continue their 
programs. Many of the smaller colleges whose alumni have not sufficient means 
to make adequate contributions are able to continue their existence only through 
gifts or contributions received by one or two prominent families in their com- 
munity. Your committee believes that it is to the best interest of the community 
to encourage private contributions to these institutions and it is believed that this 
amendment will provide some assistance in this respect.” 

I do not know how much additional revenue resulted from this law, as I am 
not aware of the existence of any authoritative figures bearing on this question. 
I do know, however, of a number of individuals who took advantage of the law to 
increase their contributions above th 15 percent figure which had theretofore 
prevailed. The total number who could do this, of course, was small because 
the practical application of the law is limited to a few really well-to-do persons. 

Despite the significunt help we have received from the operation of this law, we 
cannot say that it has solved our financial problems, since each year more and 
more of our educational institutions are operating on unbalanced budgets. In an 
interesting article which appeared in the New York Times on Monday, June 22, 
1953, Dr. Benjamin Fine points out that while in 1942-48, 80 percent of our 
private institutions and 96 percent of our public institutions were operating on 
balanced budgets, by 1952-53, only 58 percent of our private colleges and only 92 
percent of our public colleges were still in the black. 
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Dr. Fine also stressed the fact that 82 percent of the college presidents 
interrogated by him stated that it was more difficult to raise money now than 
it was a year ago. 

The problem is difficult, but not insuperable. Colleges and universities are 
meeting it with courage and resourcefulness and will continue to do so. We 
would, however, urge your honorable committee not to lower the present 20 
percent charitable deduction. It has been of real help to us and we earnestly 
hope that it will be retained. 


STATEMENT BY ADpIson B. CLonosey, Dsa@., oN BEHALF OF RESEARCH INSTITUTE 
OF AMERICA, New YorK, N. Y. 


The allowance for charitable contributions should be raised and for individuals 
be based on adjusted gross income. The corporation allowance should be 
increased. All interest and taxes should be deductible by the individual paying 
them. Improvement assessments such as for roads and sewers should be deduct- 
ible as taxes. 


CovINeTon & BURLING, 
Washington 5, D. C., July 29, 1953. 
Russet. E. Trax, Bsq., 
Clerk, Committee on Ways and Means, 
House of Representatives, Washington, D. C. 

Dear Mr. Train: The purpose of this letter is to call to the attention of the 
Committee on Ways and Means certain defects in code section 127, relating to 
war losses, as amended by section 341 of the Revenue Act of 1951, and to suggest 
measures to correct these inequities. It would be appreciated if you would 
place this letter in the record of the hearings currently conducted by the com- 
mittee with respect to revisions of the tax laws under the heading “War Losses.” 

Recognizing the unfairness of the provisions in code section 127 which required 
that recoveries of properties be applied at market values against aggregate costs 
of all lost properties in computing taxable income, Congress amended code sec- 
tion 127 in 1951 to permit income upon recoveries to be computed upon a property- 
by-property basis. Section 341, Revenue Act of 1951. This action, however, was 
incomplete and did not achieve the full congressional purpose to eliminate the 
inequities caused by the old aggregation rule. 

One problem is remedied by section 103 of H. R. 6426, the Technical Changes 
Act of 1953. This section extends to December 31, 1953, the time for making 
the election to have the new recovery provisions apply. While this action is 
necessary since the Treasury regulations governing the making of the election 
were not issued until the day before the right to elect expired, it does not solve 
the two principal defects in the revised war-loss provision. 

In the first place, it is to be recalled that the pre-1951 aggregation rules on 
recoveries of war losses required a taxpayer having a number of properties in 
enemy or enemy-controlled countries to play a guessing game with the Govern- 
ment in determining whether to claim a tax deduction for such properties. 
Since all losses (at cost) were aggregated for the purpose of computing income 
upon recoveries (at market values) even though all properties were not recovered, 
a taxpayer deciding whether to claim a war loss deduction would have to guess: 
(1) whether tax rates in effect in the year of a recovery would likely be higher 
or lower than those in the year of loss; (2) how many properties, if any, would 
probably be recovered; and (3) the probable fair market values of the recovered 
properties at the time of recovery. 

The 1951 act, however, quite properly changed the rules of this game. It 
permitted the taxpayer to recover properties at cost on an individual basis, 
But the full purpose of this change—to treat all taxpayers fairly and equally 
with respect to their war loss deductions and recoveries—has not been achieved. 
The taxpayer who had claimed his deductions under the old rule now has the 
benefit of such deductions as to properties which he has not reeovered and also 
has the unanticipated right to restore the individual basis of any property 
recovered. On the other hand, the taxpayer who foresaw that the aggregate 
value of his recoveries might exceed the aggregate cost of his allowable losses 
and hence did not claim deductions for such losses under the old rules has lost 
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properties forever without any tax benefit. While under the 1951 amendment, 
such a taxpayer may elect to restore the basis of property upon which there 
has been a recovery, it cannot deduct the losses sustained upon unrecovered 
properties. 

To remedy this inequity and to achieve the remedial purpose of the 1951 
amendment, the period of limitations for the taking of war loss deductions 
should be extended as to taxpayers who make the election under the recovery 
provisions of the 1951 act. 

Secondly, the provisions in section 341 of the 1951 act relating to the period 
of limitations on refunds and assessments resulting from the election of the 
property-by-property method of recovery were incomplete. An election under 
the new provisions is irrevocable and applicable to all years and all recoveries. 
It has the twofold effect of changing the tax treatment of recoveries and the 
basis of the recovered property. Since the election may result, therefore, in 
an increase or decrease in the tax liability previously determined with respect 
to the years of recoveries and years in which a change in basis of recovered 
property is of significance, there was an obvious need to reopen for both the 
Government and the taxpayer all such years affected directly by the election 
or indirectly through carrybacks or carryovers. Under the 1951 act, however, 
this was not done. Refunds resulting from basis adjustments and both defi- 
ciencies and refunds attributable to changes in carrybacks and carryovers were 
not covered. This unintended defect should also be corrected. 

Attached is a draft proposal designed to remedy the two inequities discussed 
above. 

Respectfully submitted. 

NEWELL W. ELLISON, 
Src. —. War Losses. 

(a) Tax ON War Loss Recovertres.—Section 127 (c) (5) ¢relating to election 
with respect to war loss recoveries) is hereby amended by changing clauses (A) 
and (B) to read as follows: 

“(A) the period of limitations provided in sections 275 and 276 on the 
making of assessments and the beginning of distraint or a proceeding 
in court for collection shall not, with respect to— 

“(i) the amount to be added to the tax for such taxable year under 
the provisions of paragraph (3), and 
“(ii) any deficiency for such taxable year or for any other taxable 
year, resulting from the basis of the recovered property being determined 
under the provisions of subsection (d) (2) for any taxable year, 
expire prior to the expiration of two years following the date of the making 
of such election, and such amount and such deficiency may be assessed at 
any time prior to the expiration of such period notwithstanding any law or 
rule of law which would otherwise prevent such assessment and collection, 
and 

“(B) in case refund or credit of any overpayment resulting from the 
application of the provisions of paragraph (3) to any taxable year or re- 
sulting from the basis of property being determined under the provisions 
of subsection (d) (2) for any taxable year is prevented on the date of 
the making of such election, or within one year from such date, by the opera- 
tion of any law or rule of law (other than section 3761, relating to com- 
promises), refund or credit of such overpayment may, nevertheless, be 
made or allowed if claim therefor is filed within one year from such date.” 

(b) Extensions or TIME FoR TAXPAYERS ELECTING OPTIONAL Recovery PRro- 
VISIONS TO CLAIM War Loss Depuctions.—If a claim for credit or refund relates 
to an overpayment on account of the deductibility by a taxpayer of a loss in re- 
spect of property deemed destroyed or seized under section 127 (a) of the Internal 
Revenue Code and the taxpayer makes or has made a valid election to have the 
elective provisions of section 127 (c) (3) applicable to recoveries of property 
deemed destroyed or seized, the three-year period of limitations prescribed in 
section 822 (b) (1) of the Internal Revenue Code shall in no event expire prior 
to June 30, 1954, or six months after the making of such election, whichever 
is later. In the case of such a claim, the amount of the credit or refund may 
exceed the portion of the tax paid within the period provided in section 322 (b) 
(2) or (8), whichever is applicable, to the extent of the overpayment attributa- 
ble to the deductibility of the loss described in this section. No interest shall 
be allowed or paid on any overpayment resulting from the application of this 
subsection. 








174 GENERAL REVENUE REVISION 





STATEMENT OF AMERICAN FEDERATION OF LABOR RE Topic 4, DEDUCTION oF CHARI- 
rABLE CONTRIBUTIONS, INTEREST, TAXES, AND CASUALTY LOSSES 















Present deduction allowances for charitable contributions is quite liberal. 
The American Federation of Labor urges that continuous checks be made on the 
tax-exempt status of organizations for which deductions for charitable purposes 
are claimed. 

The American Federation of Labor would support only such amendments to 
the provisions governing deductions for interest and casualty laws which are 
needed and equitable and would not enable any group of taxpayers to gain 
preferential tax treatment. 

The American Federation of Labor is opposed to multiple taxation of the 
same income by several States and/or communities in which a taxpayer may 









work or reside. 












STATEMENT OF AMERICAN GAS ASSOCIATION, NEw YorK 17, 
Sramp Taxes AND OTHER CAPITAL S10cKk ISSUANCE 





N. Y., RE FEDERAL 
EXPENSE 






Expenses relating to the organization of a corporation, such as incorporation 
fees, attorneys’ and accountants’ charges are held by the courts to be capital ex- 
penditures which are not deductible from gross income. This rules appears equi- 
table relative to the receipt by a corporation of the subscription price of shares 
of its capital stock upon issuance, and gives rise to neither taxable gain nor de- 
ductible loss, whether the subscription or issue price be in excess of, or less than, 








the par or stated value of such stock. 

However, our present scheme of taxation fails to recognize the aspect of ordi- 
nary and necessary expenses with respect to certain capital-stock issuance ex- 
penses, for example, I. T. 3806 CB 1946-2, 41 issued by the Bureau of Internal 







Revenue specifically forbids the deduction of Federal stamp taxes paid by a cor- 
poration on issuance of its stocks. 

The utility industry requires large amounts of capital and on the average has 
about $4 invested in plant and equipment for every $1 of revenue. This compares 
with manufacturing industries which on the average may have $1 or less in- 
vested in plant and equipment for every $1 of revenue. Besides, the industry re- 
tains only a small portion of its earnings for reinvestment in its business. Thus, 
the industry is faced with the dual problem of heavy capital investment in order 
to maintain its growth and comparatively small amounts of retained earnings 
with which the finance its expansion. As a consequence, the industry has to go 
repeatedly to the money market to raise the major portion of hte funds needed 
to serve the public. 

Although public utility taxpayers would find it more favorable from a tax 
standpoint to raise greater sums from borrowed capital, most of these taxpayers 
must meet the requirements of regulatory bodies and credit ratings for securities 
by maintaining a balanced capital structure. Hence only a part of public 
utility financing can be obtained through the issuance of debt. It follows that 
such taxpayers must continuously raise capital for the dynamic growth of the 
industry by selling preferred and common stocks. Therefore, the following 
items of ordinary and necessary expense are incurred every time an issuance of 
stock is sold. Securities and Exchange Commission filing fees, State corporate 
filing fees, State regulatory filing fees, Federal, State and local taxes, legal, en- 
gineering and accounting services, investment counsel fees, transfer agent and 
registrar fees, printing, engraving, advertising, etc. 

Teh expenditures listed above are obviously ordinary since they are repeatedly 
incurred in the business of raising capital, and they are necessary since capital 
is required to develop the business facilities required to meet the needs of render- 
ing adequate and expanding public utility services. The rules of taxation, there- 
fore, should be changed to allow the deduction of these items under section 2 
(a) of the Internal Revenue Code. 

























STATEMENT OF THE AMERICAN INSTITUTE OF ACCOUNTANTS, NEW York, N. Y., RE 
Torre 4, DepucTION or CHARITABLE CONTRIBUTIONS, INTEREST, AND TAXES 











1. Section 28 of the Internal Code should be amended to provide for an un- 


-~’? 
limited carryover of any excess contributions made in 1 year by taxpayers 
bey ond the 20 percent limitation of an individual’s adjusted gross income and 
the 5 percent limitation of corporate net income. 
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Under the present law, if taxpayers make charitable contributions in excess 
of 20 percent of adjusted gross income for individuals and 5 percent of net income 
for corporations in any one taxable year, the excess is lost as a deduction for- 
ever. It is generally conceded that support of the Nation's charities on a volun- 
tary contribution basis is an essential requirement of our American way of life 
However, those taxpayers who contribute regularly and substantially to chari 
table organizations are handicapped by the difficulty of estimating their net 
income in advance so as to keep within the limitations. In some cases, a change 
by the revenue agent merely having the effect of transferring taxable income or 
a deduction from one year to another may result in the disallowance of a con- 
tribution deduetion because of the limitation. Furthermore, a net loss sus 
tained in 1 year and carried back to the preceding year may result in the dis- 
allowance of a contribution deduction in the preceding year as well as in the 
year of the loss. 

The code should be amended to provide for an unlimited carryover of contribu- 
tions made by taxpayers in excess of the 20 percent and 5 percent limitations 
on individuals and corporations, respectively. In this way, there will be no 
revenue loss for the amount of a deductible contribution in any 1 year will not 
exceed the present 20 percent or 5 percent limits an individual adjusted gros 
and corporate net income. With the added inducement of knowing that taxpayer 
contributions made in excess of those statutory limitations will benefit future 
tax returns, charities may find it possible to obtain the funds they need on a 
more regular basis and at a time to assure their most efficient use. 

2. The limitations of section 24 (c) should not apply to deny deduction to an 
accrual basis taxpayer of unpaid expenses and interest if the person to whom the 
payment is made elects at any time within the statutory period of limitations with 
respect to the taxable year of the payor to include such payment as income in a 
taxable year beginning not later than the end of the taxable year of the payor 
during which the payment accrued. 

Section 24 (c) disallows to a taxpayer on the accrual basis all deductions for 
unpaid expenses and interest which are payable to related interests who are on a 
cash basis unless the payment is made during the taxpayer's taxable year or 
within 21%, months after the close of such year. The purpose of this section is 
to prevent a taxpayer claiming a deduction for expenses or interest payable to a 
related interest where the latter is not required to include the items as income. 

It has been held in a number of cases that the deduction was not allowable 
even though the related interest, on a cash basis, was required to include the 
expenses as income because ‘constructively received.” 

Section 24 (c) should be amended to provide that such section shall not apply 
where the person to whom the payment is made elects at any time within the 
statutory period of limitations with respect to the taxable year of the payor to 
include such payment as income in a taxable year beginning not later than the 
end of the taxable year of the payor during which the payment accrued. ‘his 
amendment should be made retroactive to all open years. 

3. The provisions of the code with respect to interest on deficiencies and over- 
assessments should be amended to provided for consistent and more equitable 
treatment between deficiencies and overassessments. 

The provisions of the Internal Revenue Code dealing with the allowance of 
interest on overassessment (refunds) contained in section 3771 provide a general 
rule that interest on overpayments (overassessments) shall be allowed at the 
rate of 6 percent. 

(a) In the case of a credit, from the date of the overpayment to the due date 
of the amount against which the credit is taken, but if the amount against which 
the credit is taken is an additional assessment, then to the date of the assessment 
of that amount. 

(b) In the case of a refund, from the date of the overpayment to a date preced- 
ing the date of the refund check by not more than 30 days, such date to be 
determined by the Commissioner. 

This inequity is illustrated by the following common example. Whenever an 
item of income or deduction is shifted from one taxable year to another as a 
result of a revenue agent’s examinations creating a deficiency in 1 year and an 
overassessment in the other, and the original tax has been paid in installments, 
interest adjustments are made as follows: 

(a) Upon the deficiency, interest is computed from the date the original return 
was due, namely on the 15th day of the 3d month following the close of the cal- 
endar or fisenl year. 
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(bd) On the other hand, interest on the overassessment is computed from the 
time the tax is overpaid. If the entire overpayment is applicable to the last 
installment (Blair v. Birkenstock, 271 U. 8. 348: C. B. V—-1, 142), interest is com- 
puted from the 15th day of the 12th month following the close of the calendar 
or fiscal year. The taxpayer, under the circumstances, is overcharged to the 
extent of 9 months’ interest on the refund, purely on the basis of theoretical, if not 
arbitrary, bookkeeping. 

The provisions of the code with respect to interest on deficiencies and over- 
assessments should be amended to provide for consistent and more equitable 
treatment between deficiencies and overassessments. 

4. Taxpayers should be permitted to deduct tax accruals, in accordance with 
generally accepted accounting principles consistently employed by them, ratably 
over the period for which the taxes are imposed. 

It is universally accepted accounting practice to regard taxes as an expense 
of the period for which levied. Thus, if a property tax is imposed for the calen- 
dar year 1952, it is regarded as an expense of that calendar year, regardless of 
local peculiarities of assessments or lien dates; and if, for example, the taxpayer 
should be on a fiscal year ending May 31, five-twelfths of such tax would be 
included as an expense for the year ended May 31, 1952, and seven-twelfths would 
be included as an expense for the year ended May 31, 1953. Again, if a corpo- 
ration franchise tax based upon the income of a given period should be imposed 
for the privilege of carrying on business for a future period, the accepted account- 
ing practice would be to treat such tax as an expense of the privilege period for 
which the tax is imposed. 

Under the court decisions, however, it is held that accrual of a tax occurs upon 
the date when the amount and liability for the tax become fixed and that the 
entire tax is deductible on, and only on, that single date. Thus, in many juris- 
dictions the amount and liability for a property tax for the calendar year 1952 
would be fixed some time late in 1951 and, under such court decisions, would 
be deductible on the accrual basis only at that time, whereas in other jurisdic- 
tions the amount and liability for the tax for 1952 would not be determined 
until some time in 1952 and would be deductible only on that date. Where the 
income tax year of the taxpayer varies from the property tax year of the local 
jurisdiction, many other peculiar variations ensue. 

The result has been an utterly confusing pattern, in which deductibility of 
taxes varies from community to community, depending upon the local peculiari- 
ties of assessment date, date of issuance of assessment rolls and tax warrants, 
lien dates, date upon which personal liability for the tax is determined, ete. In 
many cases several property taxes on the same property may be deductible at 
different dates because of varying assessment and lien dates relating to the 
village, county, school, and other property taxes imposed in the community. 

All of this serves no real practical purpose, since all that is involved is a shift 
of deductions between years. Consistency in practice and relation of expenses 
to the period for which imposed are the important factors in clearly reflecting 
income. The artificial rules created by the aforesaid court decisions are not even 
in accord with loeal practice (and sometimes local statute) with respect to the 
apportionment of taxes between vendor and vendee, which is universally based 
on a prorating of taxes over the period for which imposed. 

These comments are not intended to cover taxes, the liability for which is 
contingent, denied and contested by the taxpayer. 

5. Property taxes should be deductible by vendor and vendee of real property 
in the amounts apportioned to each in accordance with local practice or statute. 

Local practice in all communities is to apportion property taxes between vendor 
and vendee, upon a sale of real property, by prorating the tax over the tax year 
for which the tax is imposed. In some cases such procedure is provided by local 
statute. Such apportionment is made without reference to assessment dates, 
lien dates, existence of personal liability for the tax, ete., but is made wholly by 
reference to the tax year for which the tax is levied. 

In many jurisdictions, however, a property tax for the calendar year 1952 
would, by reason of the local statutes, have been assessed and become a personal 
liability of the preperty owner and a lien upon the property on or before Jan- 
uary 1, 1952. In such circumstances the Supreme Court held, in Magruder v. 
Supplee (316 U. 8. 394 (1942)), that the vendee who purchases property, for 
example, after January 1, 1952—even on January 3, 1952—and, therefore, pays 
practically the entire 1952 tax, cannot deduct such tax, because it was not im- 
posed upon him but was a personal liability of the vendor and a lien upon his 
property prior to the sale. The vendee, says the court, is not permitted the 
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deduction because the tax payment by him merely discharges an existing lien 
upon the property and is therefore a part of his cost. At the same time, however, 
the vendor may not deduct the tax because he did not pay it. 

This is not only an artificial and distorted result but does complete violence 
to real-estate practice which has been in existence long before the income tax 
came onto the statute books. 


(The Pennsylvania State Chamber of Commerce submits for the 
record the following recommendation with regard to item 4:) 


DEDUCTION OF CHARITABLE CONTRIBUTIONS, INTEREST, TAXES, AND CASUALTY LOSSES 


(a) Payments of compensation or interest to stock 24 (c) of 
the code should be amended to permit a corporation to deduct compensation 
or interest payable to stockholders of the corporation in cases where the recipient 
is required to include such amounts in his taxable income within the limited 
period specified in that section. 

(b) Loss on worthless stock of subsidiaries—Section 28 (g) permitting the 
deduction in full of a loss resulting from stock of a subsidiary becoming worth- 
less, in cases where the taxpayer owns at least 95 percent of the subsidiary stock, 
should be amended to allow such losses to be deducted in cases where the taxpayer 
owns 50 percent of the stock of the subsidiary. 

(c) Charitable deductions by corporations.—The limitation on deductions for 
charitable contributions by corporations, provided by section 28 (q) of the code, 
should be eliminated with respect to corporations having 10 or more stockholders 
where no stockholder owns more than 10 percent of the stock. 





TOPIC 5—COLLEGE AND EDUCATIONAL EXPENSES 


The Crarrman. I find Dr. Walter B. Martin, president-elect of the 
American Medical Association, is in the room. 

If you will come forward, Doctor, we will be very glad to hear you. 

If you will just give your name and the capacity in which you ap- 
pear, we will be gl: ad to hear you. 


STATEMENT OF DR. WALTER B. MARTIN, NORFOLK, VA., 
PRESIDENT-ELECT, AMERICAN MEDICAL ASSOCIATION 


Dr. Martin. I am Dr. Walter B. Martin of Norfolk, Va., where I 
am engaged in the active practice of medicine. I am president-elect 
and a member of the board of trustees of the American Medical Asso- 
ciation, and I am appearing today as a representative of that associa- 
tion relative to the deduction of college and educational expenses for 
income-tax purposes. 

The American Medical Association has not taken any position with 
respect to the deduction of all college and educational expenses for 
income-tax purposes. However, the association is vitally interested in 
the deduction of postgraduate educational expenses. Although the 
present tax laws permit such deductions for ordinary and necessary 
expenses in a trade or business, there is no express provision per- 
mitting professional persons to deduct the cost of secur ing additional 
education. 

In connection with postgraduate medical education, your commit- 
tee may be interested in the fact that there is a total of 784 postgrad- 
uate courses available at this time. Of this number, 418 are offered 
on a full-time basis, and 366 on a part-time schedule, These courses, 
which are available in 37 States, the District of Columbia, and Puerto 
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Rico, cover 34 major areas in the field of clinical medicine and 9 basic 
science subje cts. 

A total of 134 agencies offer postgraduate medical training, includ- 
ing 43 medical schools, 35 special medical societies, 18 hospit: als, 12 
academies of general practice, 11 State medical societies, 6 graduate 

schools of medici ine, and 3 agence ‘les re presenting boards ¢ if health, 
schools of public health, and Government de partments, ee ly. 

‘These courses are iano d to be of assistance to physic lans In gen- 
eral practice as well as to specialists in increasing their medical pro- 
ficiency as well as to prepare them for specialty board certification. 

For a considerable number of years the house of delegates and the 
board of trustees of the association have expressed concerh over a 
ruling by the Commissioner of Internal Revenue holding that ex- 
y nses incurred by a physician in pursuing postgraduate medical edu- 

ation are personal in nature and therefore not deductible for Fed- 
ps income-tax purposes. It has been extremely difficult to under- 
stand the validity of such a ruling because of the fact that physicians 
have been permitted to deduct the costs of attending medical meetings, 
of subscriptions to scientific publications, and dues paid to medical 
societies. 

Some time ago the board of trustees authorized the employment of 
a special tax counsel to pursue this matter on behalf of the association. 
In an unsuccessful effort to obtain a new ruling from the Bureau of 
Internal Revenue, it was learned that there was pending before the 
United States Tax Court a case in which a lawyer had been denied the 
right to deduct expenses incurred by him in attending postgraduate 
courses on taxes. In view of the fact that the case involved was quite 
similar to the one in which the medical profession was interested, 
the American Medical Association filed a brief as amicus curiae. The 
Tax Court held against the taxpayer and an appeal was made to the 
United States Court of Appeals. On April 14 the United States 
Court of Appeals reversed the decision of the United States Tax Court, 
holding, in effect, that expenses incurred by the attorney in taking a 
postgradu: ite course were deductible for income-tax purposes. 

While it is the belief of the American Medical Association that this 
decision probably applies to the practicing physician who attends 
postgraduate courses which are similarly designe d to refresh his medi- 

cal knowledge and to keep him info rmed regarding recent medical 

levelopments, it is by no means clear that the court's decision covers 
attendance at postgraduate courses which are designed to advance the 
physician into a new area of his profession, For example, there 1s 
considerable doubt whether a general practitioner may deduct his 
expenses in attending a postgri aduate course in order to specialize in 
surgery. 

Also, it is not clear just how far the Bureau of Internal Revenue 
or the courts will follow this decision. If it is interpreted liberally, 
all business and professional men will be entitled to deduct. expenses 
incurred in attending refresher courses providing that there is a 
demonstrable tie-in with their official duties. It appears more likely, 
however, from oT wording of the decision, that a deduction would 
be disallowed in cases in which the taxpayer fails to show that he 
was bound, either contybc tually or morally, to keep abreast of changes 
in his particular field, and that attendance at an institute or refresher 
course was the proper way to do it. 
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In view of these areas of doubt, it is the belief of the American 
Medical Association that the issue should be settled by new legisla- 
tion rather than be left to administrative interpretation or judicial 
decision. We would strongly urge, therefore, that your committee 
give favorable consideration to an amendment to the existing law au 
thorizing the deduction of postgraduate educational expenses for in- 
come-tax purposes. 

Mr. Chairman, that concludes our formal statement. 

I would like to make one additional observation. That is that this 
problem has its public-welfare application. In this day in which 
medicine is advancing very rapidly and has been narae cil g very 


rapidly, it is very important from the standpoint of the public wel 
fare that the doctor have eve ry incentive to continue to stu 1, medicine, 
to continue to kee p up with the advances in medicine, : nd he hould 
be encour: aged to do SO. In vie W Ol the f ract that W vhen he takes are 


fresher course he has loss of income by reason of being away from his 
practice, and in addition to that he has to pay the expenses of the 
course and has no allowance for deductions, it ‘reases the incentive 
on the part of the doctor to keep up. From ‘the standpoint of the 
public welfare, I think it is desirable that he should have that incentive. 

The CHatrMAn. We thank you very much, Doctor, for your state- 
ment. 

Mr. Eberharter will inquire. 

Mr. Esernarrer. Doctor, in view of the generally recognized fact 
that there is a shortage of doctors, genera! practitioners, in the United 
States, has not the medical profession taken any position with respect 
to allowing an exen ipiion for the costs of the education of a person 
entering the medical field, students / 

Dr. Martin. We have not taken : \ position on that, for the reason 


that it is a broad, general question affecting all fields of education, and 


1] 
ik 


goes outside of the medical profession, per se. 

Mr. Esernarrer. Yet you have taken a position with respect to 
refresher courses and for the teaching of specialists 

Dr. Martin. Because that is a thing that we are familiar with and 
are able to present a definite opinion on to the committee, 

As a citizen, we could take a position on the broad, general question, 
but it is not a matter that particularly pertains to medicine. 

Mr. Esernarrer. I do not want you to state your opinion, neces- 
sarily, but I often hear it said that you cannot g 
general medical practitioner any more; that they are all specialists 

Dr, Martin. That may have been said, but it is not quite correct. 

Mr. Esernartrer. Thank you 

The Cuamman. Mr, Mason will ma ire, Doctor. 

Mr. Mason. Doctor, I am a teacher by profession, and I have a 
bachelor’s degree. I am teaching in the Cleveland public sc mogh , and 
my bachelor’s degree limits me toa ceiling of $3,600, or something like 
that. But if I get a master’s degree, that ce ling goes up to $4,500 or 
$5,000. So I take a year off and get my master’s degree and make that 
much more investment in myself so that I can ¢ ash in on it afterward. 

You are really asking, as doctors—and the same thing with teach- 
ers, and there is a scarcity of teachers, too—you are really asking that 
Uncle Sam shall permit me to deduct the investment that I make in 
myself in order to increase my earning capacity. Is that not what 


you are asking 


vet the services of a 
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Dr. Martin. No, sir; that is not correct. We are pointing out that 
very few of the general practitioners go on up actually into the spe- 
cialties ; that they be given the stimulus to go on and keep themselves 
abreast of medicine for the benefit of the general public. 

Mr. Mason. But they are not going to ‘do it for the benefit of the 
general public. They are going into it for their own benefit, because 
as specialists they can increase their income. 

Dr. Martin. They will not increase their income unless they go 
into a different bracket, we will say, into the specialty group. But 
the general practitioner who goes to postgraduate courses to keep 
abreast of the advance of medicine does it for his personal satisfaction 
so that he can practice better medicine. He does not increase his in- 
come thereby. 

Mr. Mason. Then as a teacher, I should do it for my own personal 
satisfaction in order to be able to serve the children a little better. 

That is all, Mr. Chairman. 

The Cuarrmman. Mr. Simpson will inquire. 

Mr. Stwpson. Is it your argument, Doctor, that you ask for this on 
the ground that it is a legitimate business expense, that in the conduct 
of your business you have this expenditure in order to do your busi- 
ness better ? 

Dr. Martin. That is true. Deduction is allowed for medical jour- 
nals and for attendance at medical societies, which are recognized as 
legitimate expenses. This is advancing their qualifications by a spe- 
cial course of training. 

Mr. Stmpson. Do you not hang your hat on the idea that it is a busi- 
ness expense? Is that not the basis on which you ask for the action 
by the committee ? 

Dr. Martin. Yes. 

Mr. Srupson. I think so. 

The Cuarmman. We thank you very much, Doctor, for your state- 
ment. 

Dr. Martin. I want to thank you for the opportunity of appearing 
before you. 

The CHarmman. Congressman Multer, we are very glad to see you 
here. 


STATEMENT OF HON. ABRAHAM J. MULTER, A REPRESENTATIVE 
IN CONGRESS FROM THE STATE OF NEW YORK 


Mr. Mouvrer. I am Abraham J. Multer, representing the 13th Dis- 
trict of New York. 

Mr. Chairman and members of the committee, it is again my privi- 
lege to appear before you and at this time urge the enactment of 
H. R. 1274, to allow a deduction for income-tax purposes of expenses 
incurred by the taxpayer for the education of a dependent. 

I might observe, sir, Mr. Mason, that, as you probably know, if 
you spent that $1,000 or $2,000, whatever it cost, to get that master’s 
degree, you could not capitalize that money. You could not take 
any part of it as a tax deduction. But if you put that $2,000 into a 
truck and run that truck for profit, you could amortize that $2,000 

capital investment and get it all back by way of tax deduction dur- 
ing the life of the truck while you were in the business. 
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If you put the $2,000 into a farm or into any other property and 
then sold it for $4,000, you would pay a tax only on the $2,000, as- 
suming the 6-month lapse between purchase and sale, as a capital 
gain. 

But you cannot take a capital gain on your investment in your 
education. It is just as much a capital investment as any other in- 
vestment that is made. 

My bill is directed primarily to give relief to those parents who 
are paying more than the $600 personal exemption per child for the 
education of their children. I have had the experience, and I will 
get no personal benefit from this bill because 1 have put both my 
boys through college without any such exemption, and many of our 
colleagues have done the same thing. 

We know if you are sending them to a college away from home you 
are lucky if you can do it for as little as $2500 per year per child. 
You get al] of $600 a year tax exemption. 

So I am not talking for myself about this. I am talking for all of 
the parents of this country, and I think we have now gotten to the 
point in this country where we believe that just as a prim: ry educa- 
tion is necessary and a secondary or high- school education is neces- 
sary, we should if possible give every child in this country an op- 
portunity to get a college education. 

This will go a long way toward bringing that about by making it 
possible for these parents who, if they can get this tax relief, will 
get at least some help in sending their children through the colleges 
and universities of our country. 

The colleges and universities of our country need help, too, be- 
cause if they cannot continue to get students to pay the tuition, they 
are going to be in a bad way. As a matter of fact, many of them 
are already suffering from lack of students. 

The GI bill having practically run out, our parents of the country 

n large part not being able to send their children to college, they 
are beginning to feel the loss of student population. 

I might say that the bill introduced by me has received widespread 
approval throughout the country. All of the New York City press 
has commented 1 upon it favorably. There have been editorials in the 
Chicago papers. I have received correspondence from the Univer- 
sity of Dubuque in Iowa, the University of Chicago, New York Uni- 
versity; and the College and University Business, a magazine put 
out by the colleges, carried a very favorable article in their March 
1953 issue. 

I have received letters from almost every State in the Union in 
support of this proposal. 

I have placed in the Congressional Record various items under date 
of May 7, 1953, page A2695, May 21, 1953, at page A2962, May 22, 
1953, at pages A3026 and 3031, all indicating support of this proposal. 

If the committee will give me permission, I would like to h rave you 
add as part of your record an item which appeared in the magazine 
College & University Business, March 1953, entitled “Why Not a 
Deduction for College Expenses?” It is not very long. 

The Cuamman. Without objection. 


387746—53—pt. 1——-138 
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(The article referred to follows:) 
Wuy Nor a DEDUCTION FoR COLLEGE EXPENSES? 


PUTTING A FAMILY OF FOUR THROUGH COLLEGE CRIPPLES THE BUDGETS OF MOST 
FAMILIES 


Robert W. Murphy, general counsel, Borg-Warner Corp., Chicago 


It is the great American dream to rear one’s children and send them away to 
college. To most of us, this is the one ambition more important than all others. 
And in that cherished dream dwells much of the greatness of this land of ours. 

The fact is, however, that it is a dream becoming increasingly more difficult 
to realize. With increased costs for food, clothing, and shelter, it is becoming 
harder to save, and in order to send one’s offspring to college, one must save— 
and save in sizable amounts. The little margin between what is earned and 
what is required to meet today’s needs in the average household is dwindling to 
the vanishing point. Most of the margin evaporates in taxes. 

The statistics are painfully familiar. The Good Housekeeping report on small 
colleges lists 125 excellent smaller schools where expenditure for board, room, and 
tuition aggregates less than $1,300 per year. Estimates for several well-known 
schools (such as Vassar $1,600; Sarah Lawrence, $2,280; Mills, $1,550) excluded 
them from the listing. The median was not far from $1,000 per year. This does 
not include clothing, transportation, or other allowance. 

If one heeds the voice of experience, he should consult the father of a boy or 
girl in college. Ask the man who owns one, and you will come away with an 
estimate of double this amount. Multiply even $1,500 by 4 years, and $6,000 by 
4 children (or select any number from 1 to 12), and it is obvious that a sizable 
minimum is required. This amount must be set aside after taxes. 

For example, with 4 children, assuming the minimum amount required is 
$24,000, if the taxpayer should be in a 30-percent tax bracket (which is certainly 
not unusual for a middle-income family), this would mean that in order to save 
$24,000 for educational expenses, he must earn $35,000; if he is in the 50-percent 
tax bracket, he must earn $48,000—all in addition to his regular day-to-day living 
expenses. These amounts provide only the basic education leading to a bachelor’s 
degree; the sum that a parent must set aside if he contemplates educating his 
children in the professions becomes astronomical. 


SOLUTION IN TAX LAWS 


The solution is in the tax laws. A deduction should be allowed for the costs 
of education. To accomplish this purpose, no drastic revision would be required. 
In 1944, the law was revised so that it is no longer required that a dependent be 
supported in the taxpayer’s household and the former requirements—that the 
dependent either be under 18 years of age or incapable of self-support—were 
eliminated. 

This change was made to permit a taxpayer to take a $600 deduction for 
dependents over 18 years of age, who were at his expense continuing their 
schooling. But, because of inflation and other factors, $600 is now obsolete. 
It is simply not realistic if the dependent is going to college. It would not be 
a radical departure to increase the $600 exemption to cover actual expenditures 
for tuition, board, and lodging, not to exceed a reasonable maximum. The 
reasons are sound and obvious: 

1. A deduction is now allowed for medical expenses. Why? ‘This deduc- 
tion was necessary to rescue the typical middle-income family encountering 
unduly large bills for doctors, hospitals, and medicine that would not fit into 
the average family’s budget. In this instance, too, a family faced with the 
catastrophe of a series of operations, or extended hospitalization or treatment, 
could have sought charity or direct Government aid. How much better to grant 
consideration through the deduction under the income-tax laws. The logic of 
this deduction, and that for education, is much the same, namely, necessity. 
The American family cannot survive financially without it. 

2. Through the deduction for charitable contributions, the Government recog- 
nizes payments for education—provided they are for other people’s children. 
Why not some consideration for sacrificial giving to educate one’s own? A clever 
tax lawyer might attempt to work out a device where one donates a scholarship 
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fund, only to have one’s own progeny become the beneficiaries. It would be 
stamped an obvious tax evasion. Any agreement providing for a selfish con- 
sideration would defeat the gift status and the collector of internal revenue 
would no doubt frown upon narrow standards of eligibility, such as, for example, 
“to be used only for students by the name of Sally Smith, with red hair.” No, 
although charity begins at home, this is not so in the book of the tax collector. 


DEVIOUS METHODS APPEAR 


As a matter of fact, I am sure that almost every college president has been 
approached with proposals to grant scholarship aid, with the implicit under- 
standing that the taxpayer’s own children would be obscurely benefited. Devious 
methods have appeared in the case law. One taxpayer, a lawyer, made a written 
contract with his son to pay for the cost of tuition, books, and living expenses 
at law school in return for certain research assistance in the law school library 
and an agreement that the son would work in his father’s law office at least 
12 months after graduation. 

In another case, a deduction was claimed on the ground that the health of 
taxpayer’s wife required that the children be place in private schools and there- 
fore the educational expense should in fact be classified as medical expense. In 
both of these cases, the deduction was disallowed. One moral of such cases 
is that the desperate measures used indicate, aside from their futility, that there 
is an obvious need for amendment in the laws. The pressure toward tax evasion, 
or even tax avoidance, points clearly to an inadequacy in present provisions, 

3. We hear much these days of a shortage of skilled, college-trained specialists 
in the sciences. The present draft laws seek a means of deferring certain college 
students. There is talk of direct Government grants to colleges and universities. 
All such financial aids by the Government involve a tremendous loss of funds 
in Government overhead expenses, which must be counted as part of the cost. 
It would be much more economical and sounder to provide a way for the 
individual to do the job by providing a tax deduction, rather than funneling these 
education dollars through the process of Government administration. 

4. Our tax laws in this period of extremely high taxes have an imperative 
quality. Special treatment of stock options leads hundreds of companies to 
adopt desirable plans for their employees. Provision for rapid amortization 
of defense facilities has been a factor in encouraging manufacturers to build 
needed plants for war production. Deductions for charities have encouraged 
much public-spirited giving. All these things are commendable. They demon- 
strate how strong is the inducement when the goal is tax saving. What better 
cause to encourage by tax advantage than the education of our youth? 

5. Private educational institutions today face a precarious future. Many 
believe they are essential to preserve our traditions and our way of life. This 
would give them some help: a body of students whose parents were enable to 
keep them in school by sound encouragement in the revenue laws. 


NOT CLASS LEGISLATION 


What are the arguments against such a deduction? Certainly, it could not 
be argued that this is class legislation. Although the impact of taxes is prob- 
ably greatest on what may be classified as middle-income families, the desire 
to educate one’s children is no longer confined to any one class. Opportunity 
belongs to all classes in America and opportunity in this period of technological 
advancement and specialization presupposes an adequate college education. 

The argument may be raised that the costs of education form a capital invest- 
ment and therefore should not be deductible in effect as expense. We are con- 
cerned, however, with costs of education not for ourselves but for our children, 
on which no financial return to ourselves is ever anticipated. We must remem 
ber, also, that the increased income arising from this investment in education 
will be taxed to the full. If one pays $1,000 for an acre of ground and sells it 
for $2,000, he pays a tax only on the increment of $1,000, at reduced capital 
gain rates. If he pays $1,000 for a truck to be used in his business, and takes 
in $2,000 in drayage fees, the cost of the truck amortized over its useful life 
is deductible from the $2,000 income as earned. But if he spends $1,000 for 
education and his income is later increased by $2,000, the Government will not 
recognize that he should be allowed “to get his seed back.” He receives no 
deduction for the $1,000 and the $2,000 is taxed in full as ordinary income. 
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COULD HAVE LIMITATIONS 


Statutory provisions and regulations would, of course, be necessary to work 
out the mechanical details. The deduction could, quite properly, be limited to 
institutions of higher learning. 

The expenses included would of necessity be narrowly defined. Only tuition, 
board, and lodging away from home would probably be included, and only up 
to a stated maximum. The type of educational training permitted would have 
to be prescribed, both as to accredited schools and period of training permitted 
under the deduction. But similar problems have already been successfully met 
in defining permissible charitable deductions, in administering GI allowances, 
and in the operation of selective service. 

A most serious phase of this problem is how to save for anticipated college 
expenses in future years. Much to be desired, therefore, would be a device to 
permit anticipation of these expenses. Would it not be feasible to provide for 
Government-approved “College Anticipation Warrants”? These might be issued 
directly by colleges, or possibly either private financial institutions or the Gov- 
ernment could issue low-interest-bearing certificates (analogous to tax-antici- 
pation notes sold by the United States Treasury Department) redeemable only 
by educational institutions. These warrants or certificates would be purchased 
over the years and later redeemed to pay for an enducation. 

They might contain a proviso that if they were not used for the education 
of the holder’s children or dependents, redemption would be permitted only as 
a donation to an education institution, or other charity, subject to the same 
maximum limits on charitable donations as in our present tax laws. A current 
deduction would then be allowed for a permissible amount spent each year in 
purchasing these educational anticipation warrants or certificates. Such a pro- 
vision would encourage thrift. It would not be inflationary and, to the extent 
taxes are kept high in order to discourage buying of consumer goods, the purpose 
would clearly be accomplished. 


CONSTANT REAPPRAISAL NECESSARY 


Changing conditions require a constant reappraisal of our taw laws. Here 
is an instance where the impact of high taxes can destroy initiative, discourage 
thrift, and wreck the very future of this country. The need for this deduction 
is found not alone in the vital urgency for increased scientific knowledge and 
skills in meeting tomorrow’s problems. The need for this deduction is found 
in the dreams and hopes of millions of parents who would like to give their 
children the best in education, but who cannot afford it if Uncle Sam takes 
too big a bite. 

The Cuamman. Any questions? 

Mr. Smwpson. Mr. Chairman. 

Is there a ceiling on the amount of money you would permit to be 
deducted ? 

Mr. Muurer. Under my bill, no. It is limited only in this way: 
Expenses paid during the taxable year for the education of the 
dependent attending college or university, to the extent that such 
expenses exceed the exemption, if any, allowed for the dependent. 

Then I define expenses to include such sums as are necessarily 
incured in the pursuit of the education of such dependent and in his 
maintenance while pursuing such education. 

I think it might be well to put some limitation of amount in the 
bill itself. Then the rest of the details, I think, might best be worked 
out by regulation. 

Mr. Mason. On that point, I would say that there is a tremendous 
difference between the cost of sending your child to this school or the 
other school. One can be 3 or 4 times as much cost as the other. 
Naturally, there vere have to be some limitation. 

Mr. Mutrer. Yes, I appreciate that. There must be some difference, 
because if you send the child to a local school or university within your 
own State, it will be a lot cheaper than sending him to one at a far- 
distant place. 
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Then, too, as you have indicated, the tuitions vary greatly. I realize 
there should be some standard set up. 

The Cuamman. Mr. Eberharter will inquire. 

Mr. Esernarrer. This can be regarded as an aid to education, 

Mr. Mutter. By all means, yes. 

Mr. Evsernarrer. Then we face the question that it is pretty hard 
to get in a university now. They are practically all overcrowded now ; 
are > they not ? 

Mr. Mutrer. In the medical and dental professions they are over- 
crowded, but the arts courses, the engineering schools, the law schools, 
the general academic colleges le: ading to the professional courses, are 
not overcrowded. They are all looking for students today. They 
still have their standards. Many of them will not take just any 
student who comes in. He must meet their qualifications as to capacity 
to perform. 

Mr. Esernarrer. With the GI bill of rights still in effect, when the 
boys are home from Korea and other services, then perhaps we will 
have a congested educational problem. 

Mr. Mutrer. ‘the correspondence I have been getting on the sub- 
ject from deans and those in charge of management of colleges and 
universities in the country, indicates that they are looking for students 
if the students can do the job. 

Thank you. 

The Cuatrman. We thank you very much, Congressman Multer, for 
your statement. 

Next I am going to ask Congressman Sieminski if he won’t come 
forward and introduce Mrs. Elizabeth L. Brady, of Bayonne, N. J. 


STATEMENT OF HON. ALFRED D. SIEMINSKI, A REPRESENTATIVE 
IN CONGRESS FROM THE STATE OF NEW JERSEY 


Mr. Sreminski. Mr. Chairman and members of the committee, may 
I take this opportunity of expressing sincere apprec iation for your 
cordial reception extended Mrs. Brady, of 48 West 45th Street, 
Bayonne, N. J. She is my constituent. 

As you know, Mrs. Brady is appearing before you today in support 
of the deduction of college tuition, books, and ‘academic fees, from 
the income tax as a deductible item. 

Mrs. Brady has been most diligent and sincere in her efforts to bring 
to your attention the burden a person seeking an education must labor 
under from a cost standpoint without tax-deduction relief. 

I would like to mention to the committee that Mrs. Brady has re- 
ceived considerable support for her efforts in this regard from persons 
not only in my congressional district but throughout the United 
States. 

In keeping with her commendable conduct, I would like to say that 
Mrs. Brady appears today at her own personal expense. She has 
refused financial assistance to defray the cost of the trip to Washing- 
ton and return. All of the stationery expenses incurred by her in 
the solicitation of support of her views come out of her personal funds. 

I would also like to thank the Bayonne Times and the Jersey Jour- 
nal, daily newspapers in Hudson County, N. J., who have been so ade- 
quately fair in the presentation of this subject for reader consumption. 
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Their articles on this subject have been extremely well received 
throughout my district. 

You gentlemen of the committee have a monumental task of writin 
this tax bill to adequately provide for the welfare of this country Jad 
to give, where possible, relief to that group of taxpayers who are 
laboring under an economic or financial hardchip, 

I sincerely hope that these mothers and fathers who are sending 
their children to school and who are going to school themselves may 
receive your consideration when you evaluate the testimony in the 
present hearings and concern yourselves with the task of recommend- 
ing a bill to the Congress. 

I have had considerable discussion with persons in my district 
regarding this deductible item. I feel this subject merits your earnest 
consideration. 

I know of Mrs. Brady’s views, and I am glad that she has the oppor- 
tunity of discussing this matter with you as a mother and a housewife 
who looks to the future. 

Lastly, I would like to express my thanks to Mrs. Brady, whose 
action certainly typifies the attitude of the women of America regard- 
ing their keen interest in Federal legislation. She has taken time 
from her duties as a housewife and mother to make her contribution 
to the Congress in its consideration of this vitally important matter 
of tax legislation. 

On behalf of the people in our area in New Jersey, may I express 
my sincere thanks for the opportunity of being able to present Mrs. 
Brady to you. 

Mrs. Brady. 


The CrarrMan. Mrs. Brady, if you will come forward and give 
your name and the capacity in which you appear to the reporter, we 
will be very glad to hear you. 


STATEMENT OF MRS. ELIZABETH L. BRADY, BAYONNE, N. J. 


Mrs. Brapy. My name is Elizabeth Lucy Brady, of 48 West 45th 
Street, Bayonne, N. J. 

Gentlemen, you have before your committee several proposals deal- 
ing with the question of whether or not to allow the deduction of 
the expense of college education from individual income tax. 

My appearance before your committee is the result of a national 
campaign I am conducting for public support by citizens for college- 
education expenses being “deducted from the individual income tax. 
I speak in behalf of the registered citizens whom I have personally 
contacted and who are assisting me in furthering this campaign. 

I would like to add to that that I recently received some letters from 
some students. 

About 2 months ago I wrote to President Eisenhower, suggesting 
that tax relief be granted to people faced with the necessity of pro- 
viding a college education for their children. My. husband and um 
both having had college educations and realizing the value of same, 
are interested in having college educations for any children we have, 
if they are willing and qualified. My suggestion to the President was 
the result of several discussions between my husband and myself as to 
the best method of providing for the prospective education of our 114- 
year-old son. Our income is well above average; yet faced with the 
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expense, in this day of high taxes and cost of living, of maintaining 
a home and raising a child, as well as the hope of building a home, the 
way toward saving sufliciently to educate our son further than high 
school is not at all clear. Imagine the financial problem — to the 
great number of families, larger than ours, with lower incomes 

Although I received no reply from President Eisenhower, in reading 
a local paper I found my suggestion incorporated in the proposed 
legislation before your committee. I therefore wrote to my Repre- 
sentative and Senators for assistance in furthering this project. 
Noting that some newspapers did not acquaint their public with this 
legislation, I started a national letter and phone campaign to indi- 
viduals and organizations, whom I knew would be interested, asking 
their assistance in acquainting the public with this legislation. I sug- 
gested that they write personal letters or sign group-signature letters, 
addressed to their Representatives, asking their aid in seeing that this 
legislation is reported out favorably by this committee. The response 
was favorable and overwhelming, and I have received offers to speak 
at meetings, addresses of relatives and friends throughout the country, 
press assistance and financial assistance to further my campaign. No 
doubt, gentlemen, as Representatives, you have received or will receive 
in the future, correspondence from registered citizens of your districts. 

Recent studies have disclosed that the cost of a year’s 4 aining at the 
average American college is in the neighborhood of $1,500 at State 
universities and $2,000 at private universities for boar d, tai ion, books, 
and academic fees. This figure, multiplied by 4 years, is prohibitively 
high for a family to save toward with an annual income less than 
$7,000. According to leading educators, working one’s way through 
college is extremely difficult. I can verify that from personal ex- 
perience, and I would not like to see another child go through what I 
went through. 

There are many brilliant children who have been unable to obtain 
college educations due to lack of finances in the home through the 
death of fathers, more than one child of college age in the family, or 
lack of sufficiently available complete financial scholarships. It ap- 
pears that unless a student has GI bill educational benefits, or the 
family is well off financially, chances of further education are limited. 

Since the first settlers landed in the 16th century, the American 
people have been fully aware of the importance of education in pro- 
ducing and preserving our democratic form of government. Totali- 
tarianism breeds on ignorance and the inability of the people to think 
for themselves. The requirements of the world for educated people 
are constantly increasing, not only in technical fields, but in the hu- 
manities as well. In fact, it is in the fields of economics and so-called 
social studies that we have lagged far behind our technical advances. 

Industries and society on ‘the whole today require and demand 
higher education to fulfill the needs of our standard of living. There 
is more and more talk each day of existing shortages of people to 
meet these requirements. Recently, the National Manpower Council, 
composed of leading figures in all fields of occupation, verified this 
in their report to President Eisenhower, stating that there is a shortage 
of engineers, scientists, and doctors, and that— 
today, less than half of those capable of acquiring a college degree enter 
college * * * the shortage of “brainpower” is causing a weakening effect on 
national welfare * * * great many persons capable of earning a college degree 
had turned away from higher education. 
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Government action was suggested to provide the number of skilled 
citizens that were needed. 

Through lack of finances, thousands of potentially valuable people 
are forced into routine, everyday jobs where their contribution to 
the welfare of our Nation is not as great as it may have been had 
they had the opportunity to further develop their intellect. Some 
of these taxpayers are trying to offset this occupational handicap by 
going part time to colleges evenings and working days to support 
themselves and their families. There are some, with deceased fathers, 
in many instances supporting themselves, mothers, sisters, and broth- 
ers. These people deserve a great deal of credit and assistance and 
should be considered in your final decision on this legislation. 

It is obvious that all possible encouragement should be given by 
the Government to higher education. If, by passing proper legisla- 
tion that will benefit college students, we enable even a snodest portion 
of the people to be further trained, my feeling is that it will be well 
worth the slight loss in revenue which will be incurred. 

Rather than have this take the form of direct subsidy, which is 
more harmful in higher education than in any other field, I urge you 
to give favorable consideration to my following argument: 

Since we encourage the investment of industry in new equipment 
by allowing a shortened depreciation period for tax purposes, should 
we not also encourage individual investment through tax deduction 
in the development of brains to construct, maintain, and operate this 
equipment efficiently and wisely ? 

I urge the members of this committee, in behalf of the welfare of 
the people of this country, to report out favorably a resolution which 
will permit the deduction of the expenses of college education from 
the gross annual income of individuals. In general, bills H. R. 1274 
introduced by Mr. Multer and H. R. 3469 introduced by Mr. Carna- 
han, both include provisions for this change in the Internal Revenue 
Code. 

I would like to point: out, gentlemen, that I am here in behalf of 
college education, and I do not feel that the expenses of education 
below college level should be considered since all of the States pro- 
vide free public education through high school. 

The Cuarrman. Does that conclude your statement, Mrs. Brady? 

Mrs. Brapy. Yes, it does. 

The Cuarmman. I want to thank you for your appearance here and 
the presentation of this subject as you see it. 

Are there any questions or observations? 

Thank you very much. 

Mrs. Brapy. Thank you for the opportunity. 

The CHarrman. We thank you, Congressman, for your appearance 
here, also. 

Mr. Stemrnsxi. Thank you. 

The CHatrman. The next witness is Mr. Carroll G. Josselyn, 
certified public accountant, Baltimore, Md. We are glad to see you, 
Mr. Josselyn. If you will give your name and the capacity in which 
you appear, we will be glad to hear you. 
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STATEMENT OF CARROL G. JOSSELYN, CERTIFIED PUBLIC 
ACCOUNTANT, BALTIMORE, MD. 


Mr. Jossetyn. Mr. Chairman and members of the committee, I am 
Carrol Josselyn, of Baltimore, a certified public accountant. I am 
appearing solely as an individual. 

Before ‘discussing No. 5, may I have the indulgence of the committee 
to make two observations on subject 4, which was discussed earlier 
today, for the information of the committee. I do not intend to be 
lengthy on it. 

The CHarrMan. Very well. 

Mr. Josse.yn. The first, sir, is that in the matter of the sale of a 
house, Mr. Curtis—I don’t recall the State—made the comment that 
upon the ultimate sale of a house such a loss through erosion would 
be recoverable. That is not true, gentlemen, in that the sale of a 
personal asset at a loss does not constitute a tax deduction. A sale 
at a gain is taxable, but such a loss is not recoverable. 

The second item is the matter of the deduction of interest which 
is accrued by an accrued basis corporation, for example, whether it 
be interest or salary, but not being paid within 75 days, I believe it is, 
is not deductible by the corporation. I would call to the committee’s 
attention also that regulations—regulations 111, 29.24.1, referring to 
section 24 (c), provides that even when the money is paid, it is not 
then a deduction on the part of the corporation taxpayer. 

Getting back to item 5 I am very appreciative of the committee’s 
hearing me today on this. I find that the gentleman from New York, 
Mr. Multer, has stolen a great deal of my thunder in his comparisons. 
I differ with him to a certain extent. I agree with citing, as Mr. 
Mason did, a sort of modern parable: Suppose we had a man who had 
five sons and each of the sons received some talents, shall we say 
$10,000. Ifthe first son went out and bought some construction equip- 
ment, a bulldozer and other equipment, ‘and leased those, he would 
recover his $10,000 talents back by depreciation over a veriod of time, 
which would be taken into consideration by the tax eolfector. J rain, 
the second son went into the stockmarket and bought securities. When 
he sold those securities he would receive back “his original $10,000 
talents before any gain was computed. That gain would be taxable 
at only 50 percent under our present rules. If ‘he received a loss, the 
loss at the present time would be deductible 100 percent. 

If the third son, for example, bought a store and invested in inven- 
tory and merchandise and fixtures, the sale cost of that merchandise 
would be deductible before profit was figured and he would recover 
the amount invested in fixtures by depreciation before any tax would 
appear. 

The fourth son could buy real estate. He then, renting it, would 
get depreciation allowance, and upon ultimate sale would get the 
benefit of 117 (j). The gain w oad be taxable, as you know, 50 per- 
cent; loss, 100 percent deductible. 

But the fifth son went elsewhere. He went to school, gentlemen. 
He prepared himself for a profession—medicine, law, accounting, or 
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anything else. He has invested his talents. Yet the tax man says, 
disregarding the personal exemption, “The first dollar you earn, sir, 
is taxable.” He has no recovery of his investment. 

The things which have brought this up before, the methods that 
have been advanced to you gentlemen, have all been deduction in the 
immediate year of expenditure of the amounts expended by the per- 
son making the expenditure. I would like to suggest a method which 
would enable a deduction and a reasonable deduction to be made 
without detriment to the revenue, which would happen if a high 
income taxpayer were permitted to take immediately a substantial 
deduction for moneys paid out for his dependents. 

You have, I believe, this written outline of my proposal. I would 
propose that: No deduction be allowed to a taxpayer for educational 
expenses paid for dependents. I would suggest as an alternative that 
this deduction should be allowed to the person receiving the educa- 
tion, written off as a capital expenditure, similar to the depreciation 
of fixed assets. 

As a suggestion, I would like to suggest that the deduction be 
allowed against employment or self-employment income in an amount 
not exceeding the lesser of 10 percent of the cost or 25 percent of 
the actual employment income for the year involved. 

Any amount remaining after the 10 years would still be available 
under the same rules of deduction. 

Refresher courses and seminar expenses of persons already started 
on their careers, and availing themselves of the amortization of basic 
education, should be either fully deductible in the year incurred or 
added to the unamortized basic education expenses, similar to the 
handling of a major overhaul of fixed assets, for future amortization. 

That can open itself up to abuse if—and this is the thing that 
I think should be written into the law. I don’t propose to be a 
legislator. I merely submit this as an idea for you gentlemen. If 
we had a man with substantial income who then provided a very 
extensive and expensive education for his son, who then frittered 
away his talents, I certainly do not feel that that son is entitled to 
any such expense as a deduction. He would have to be employed in 
a field of education and his deduction would be limited to the amount 
in relation to his own earnings in that field, without reference to any 
other income he might have. 

If there are any questions, gentlemen, I would be delighted to 
answer them. 

The Cuarrman. Mr. Simpson will inquire. 

Mr. Srmpson. Your suggested solution I believe would help protect 
the Government in the case of the high income man who seeks to edu- 
cate his children, but it would not help the average or the lower in- 
come man who wants to send his boy to college, particularly, would 
it? His problem would be that of getting together some money for 
immediate use. I think that is the weakness of this whole proposal, 
if there is a weakness. 

The amount of tax involved in what might be called the average 
or the low income group whose children may be just as qualified and 
certainly it is as desirable that they get a college education—the tax 
involved is relatively a small amount compared to what it would cost 
to put them through school. I do not see how this materially helps. 
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Mr. JossELyN. I recognize the validity of your point. I have given 
thought to it. Somewhere along the line we have to adopt a middle 
ground. It would give some measure of relief. Admittedly it would 
not be the whole hog, which the bills previously submitted would 
grant, but at the same time it makes a concession to the point which 
Mr. Mason has made so forcibly here earlier today, that after all, 
practically every one who comes before you here today is not helping 
you to increase the revenue. They are wanting to cut it out. I think 
this submits to a certain extent a compromise between those two views. 

Mr. Stupson. I have never done a great deal of thinking in the area, 
although I have had the problem. What littie thinking I have has 
added up to the idea of anything that would encourage the purchase of 
insurance providing for money available at the time a child needs a 
college education and to permit annually a credit for certain amounts 
paid for insurance which would mature at or about the time the child 
goes to college. This distributes the cost over the years out of the 
average income, perhaps, and then gives a tax credit or deduction 
for that. 

Mr. JosseLyn. If you get into that, sir, you are getting practically 
into the same thing. You are allowing an immediate deduction for 
what constitutes a saving item. 

Mr. Sruwpson. Yes, exc cept so many families are perhaps like I was. 
The kids grow up and you do not lay the money aside and when they 
go to school you need it and you do not have it. 

Mr. Jossetyn. May I suggest that your suggestion for funding this 
be used as the establishment of the cash fund necessary to finance the 
operation. However, it would be difficult, I think, to administer such 
a deduction because it would mean that every family having such a 
situation would have to have an escrow fund to be administered by 
the commissioner in which it occurred. It would be a tremendous 
job to administer all these little separate funds. 

Mr. Stmpson. Thank you. 

The CHarrman. Mr. Mason will inquire. 

Mr. Mason. Your proposition is rather intriguing to me, sir 

Mr. Josse.yn. Thank you, sir. 

Mr. Mason. Because it does protect the Treasury at the present time, 
and it does tend toward building up increased revenues in the Treasury 
in future years, with the cashing 1 in, we will say, of these educational 
qualifications. 

Mr. Chairman, I consider it on a par with the excess-profits tax. 
To relinquish it now, knowing that in future years it is going to bring 
in a great deal more, it seems to me is a pretty sensible and sound thing. 
That is what you are suggesting practically, that instead of my getting 
credit for what i spend to educate my son, instead of my getting credit 
this year, probably $1,500 or $2,000, whatever it is, he will be called 
upon to pay the 10 percent as he starts to earn. 

Mr. JossetyNn. No, sir. What my proposal is, sir, is that the money 
which you pay out is gone as it is under the present law, but to him it 
is considered a gift and an investment by him. Then he takes it as a 
gradual deduction against his empleyment income when he starts 
earning. Admittedly he is going to start at the lower level on the 
scale than the generating taxpayer who has created the income at the 
higher. The Treasury profits by the difference in those two rates. 
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The Cuatrman. I want to thank you, sir. It is very fine of young, 
able men to come here and try to help us in this very intricate problem. 

Mr. Jossetyn. I appreciate the opportunity. 

The CHarrman. The next witness is Mr. Gerald W. Harrington, 
of Providence, R. I. We are glad to have you here, sir. Please give 
your name and the capacity in which you appear. 


STATEMENT OF GERALD W. HARRINGTON, ATTORNEY AT LAW, 
PROVIDENCE, R. I. 


Mr. Harrineton. My name is Gerald W. Harrington. I am an 
attorney appearing individually, not for any organization and not 
for any client. 

With the chairman’s consent, I shall abbreviate the written state- 
ment which I have prepared and already furnished. 

The Cuatrman. We will be delighted to insert the prepared state- 
ment in the record. 

Mr. Harrtneton. I have already furnished it to the secretary of the 
committee. 

The Cuarrman. Very well, you may proceed in your own way. 

Mr. Harrineron. First of all, I would like to invite the attention 
of the committee to the problem of whether or not the proposed deduc- 
tion in some form should not be given to assist parents who are paying 
for private secondary-school education for their children. To that ex- 
tent I disagree with the lady who spoke a few moments ago as far as 
that particular problem is concerned. 

It seems to me that there are two bases for justification of a modicum 
of assistance to parents who are paying for private secondary educa- 
tion. In the first place, to a degree the fact that a parent pays for 
the tuition of his child in a secondary private school relieves the bur- 
den on the public-school system. The individual who pays such 
tuition to a private school has nevertheless to pay the local taxes or that 
portion of the local taxes which are used for public-school purposes, 
and he gets no benefit from that except insofar as he benefits indirectly 
from the general high education level due to the public-school system. 

The second ground for justification I think is this: Perhaps there 
are those who would quarrel with me on this. I do think that in 
general and on an average if we take 100,000 graduates of public high 
school and take 100,000 graduates of private secondary schools, on the 
average out of the 100,000 from each group we are going to get a good 
many more individuals who devote part or a considerable portion of 
their lives to public service in the form of service to community funds, 
service to philanthropic organizations, public service in politics, if 
you will, public service in the public administration, and specifically 
service in the Armed Forces of a somewhat higher caliber in terms of 
leadership than perhaps you would have of the same number of gradu- 
ates out of a public high-school system. 

For that reason I feel that there is public justification for en- 
couraging parents to send children to private school if they are able 
to do so. 

I have in mind a private school that I visited a year ago, and it 
must have had literally half a mile of corridors, and all down those 
corridors on both sides were pictures of young men who had gradu- 
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ated from that school who had been killed in the service of their 
country in both the First World War and the Second World War. 
So I think the contribution that these schools have made to the public 
welfare and to the public safety, if you will, is a substantial one and 
is worthy of consideration. 

Passing from the problem of possible aid to secondary education, 
I would like to speak briefly on the same subject as applied to college 
education. There I do not think there can be very much room for a 
quarrel. I feel that everybody today must accept the public desira- 
bility of fostering college education. The college-educated man in 
the last war proved his worth as a soldier, as an amateur soldier, 
if you will. I think everybody accepts the fact that in the great 
service professions such as the medical profession, and if I may say 
so, the legal profession, advanced business administration, the fields 
of research in chemistry, physics, biochemistry, bacteriology, and the 
like, it is almost impossible for a man to go into those fields unless 
he has had a college education. The public derives, the Government 
derives, the commonweal derives a tremendous advantage through 
having that pool of educated people in our community. 

If that is so, is not some aid to that public-education system, the 
system of college education, justified ? 

I would like very briefly to quote a few statistics that I have picked 
up from my own community. I have not been able in the time avail- 
able to me to prepare this as well as I would have liked. 

We have a school in Providence called the Rhode Island School 
of Design. That school teaches commercial design for application in 
industry. A few years ago, in 1925, the tuition in that school was 
$100 a year. Now it is $500 a year. 

In Brown University, following the American Revolution—I sup- 
pose that has little application—the tuition was $12 a year, but now- 
adays in more recent times, in 1919, the tuition at Brown was $200 a 
year. Now it is $700 a year with a number of extras added to it. 
The average room rate for room at Brown was $175 in 1942, and 
today it is $290, an increase of 66 percent. The average cost of board 
of a student has gone from $300 to $450. 

There is a boarding school in our State. The annual tuition a 
few years ago was 1,277, in 1940. The average tuition figure today 
is $1,632. 

My son attended a school in Massachusetts, and recently that school 
made a study of costs of college education to its own graduates who 
had gone all over the country to different schools, and the costs ran 
the gamut of $2,720 a year for an average at Yale in New Haven, and 
$1,970 a year as an average at the California Institute of Tech- 
nology. 

All down between those two extremes were many famous colleges 
in the country. 

I took some figures from the report of the president of Harvard 
University in 1951 and 1952 which I think illustrate the problem. 
The figures which I am going to give are comparable. Between the 
years 1931 and 1932 and the years 1951 and 1952. In other words, 
a 20-year span. In the Harvard School of Business Administration 
the budget has increased 144 percent in that period of time, although 
the student body has increased only 28 percent. In the school of 











194 GENERAL REVENUE REVISION 


education the budget increased 156 percent. The student enrollment 
decreased 19 percent. 

In the law school the budget increase was 102 percent with a de- 
creased enrollment of 8 percent. The most startling one is the 
medical school. In the medical school costs have increased 165 per- 
cent with an increase in enrollment of 16 percent. In the faculty of 
arts and sciences in this period the budget has increased 125 percent, 
and the enrollment has increased only 29 percent. 

A study of the distribution of sources of income is also of consider- 
able interest. I know of no reason why these figures, which apply to 
Harvard University, do not also apply as far as trends are concerned 
to other universities in the country. 

In 1931-32 in the case of the faculty of arts and sciences, 45 percent 
of all college revenue came from tuition and student fees, 44 percent 
came from endowments, and the rest came from other sources. 

In 1951-52 we find that that percentage has decreased, that the 
amount paid by students for tuition and by way of fees is 38 percent, 
and 30 percent from endowments. 

In the school of business administration the difference is more 
startling. In 1931, 72 percent of the business school revenue was 
gained from tuition student fees. Today 46 percent comes from that 
source. ‘ 

In the school of medicine in 1931-82, 28 percent of the revenue came 
from tuition, but today only 17 percent comes from tuition. 

Lumping the academic departments, in 1931-32, university and 
academic departments receiving tuition had a budget of $8,395,000; 
in 1951-52 a budget of $19,910,000. Those are in round figures. 

The medical school budget, for example, was $1,202,000 in 1931-82, 
and $3,183,000 in 1951-52. 

Gentlemen, we find that education is in a squeeze. We find, on 
the one hand, a decreased ability to part of parents and of students 
to pay the cost of private education. We find, on the other hand, 
that those costs have gone up from year to year. The question is 
where it is all going to end. Either some form of relief, either some 
form of remedy to reverse this trend has to be found, or some of these 
colleges are going to succumb. 

Obviously, particularly in the field of medicine, we do not want 
less medical education. We want more of it. How we are going to 
get it in the face of this trend I do not see. 

One thing that could be done is if we could find a way to increase 
the relative amount of revenue that comes to these schools and col- 
leges from tuition. As you see from the figures which I have quoted, 
the trend has been a decrease in revenue from tuition, but if in some 
way that trend could be reversed, if in some way the portion of the 
burden of paying for college education carried by the parent could 
be raised, the present trend at least could be stopped. It is for that 
reason, I think, that if we are interested as a community, as a Gov- 
ernment, as a society in preserving college education as we have 
known it, in preserving it as an opportunity for anybody to have an 
education no matter what strata of society he may come from, if we 
are interested in preserving college revenues, then we are interested 
in increasing the ability of the individuals to pay tuition. By the 
individuals I mean principally the parents of children who are going 
through the process of college education. 
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One way that we could at least help the individual parents to meet 
these tuition costs, it seems to me, is by granting a deduction to the 
individual ¥ arents for moneys expended on tuition for the education 
of their children. 

I would go somewhat further than the others. I think that is justi- 
fied in the case of private secondary-school education as well as in 
college education, but I would concede that certainly it is even 
more justifiable in the case of college education than in the case of 
secondary-school education. 

Curiously enough, I have found some reluctance on the part of some 
people in the colleges to say very much about this proposed deduction, 
eae as they need it and much as they would like to have it, because 

they feel that the accusation may be made that they are sponsoring 
class legislation. This is not a statistic. It is merely illustrative. T 
have in mind an old man who was deputy sheriff in our superior court 
in Providence. This old man educated his son by saving and scraping 
together, and his son of course had a number cf scholarships. That 
gentleman today is an executive of the Chase Bank in New York. All 
of that was made possible by the system of free education, the system 
of scholarships that we have in this country. 

It seems to me that when an opportunity like that is open to the 
poorest of us, we cannot be charged with espousing class legislation 
when we ask that this opportunity be preserved, the opportunity of a 
college education be preserved by the preservation of the colleges 
themselves through granting some form of indirect assistance such 
as that which is proposed here today. 

So, gentlemen, I respectfully submit that from the point of view 
of the Government and from the point of view of society this deduc- 
tion is justified. I realize the pressing need of this Government for 
revenue, but if there are to be concessions made in the new internal 
revenue code, if there are to be deductions, I cannot imagine a field 
where the deduction would be more productive of increased better- 
ment to the Government and to the community than it would be by 
granting it in such a way as to encourage education both at the college 
and at the secondary-school level. 

I would like to conclude by quoting a little statement that was made 
in the annual report of President Conant, of Harvard, for 1951-52: 

It is comforting at times to scan the more than 3 centuries of our history. 
Harvard was born in troubled days; it was weaned in a period of civil strife. 
Harvard men have fallen in many wars. In this century students and faculty 
alike have twice responded to the cal] to arms. In World War II our professors 
were to be found in uniform on battlefronts in all quarters of the globe, at home 
our laboratories were vast centers for research and development for military 
ends. Our dormitories were given over to young men training to be officers for 
the Army, the Navy, and the Air Force. 

The same can be said of almost any other university in the country. 
I submit that a system of education that has contr ibuted so much to 
the public safety and welfare in our country’s hour of need is worthy 
of special consideration when a general reduction in the tax structure 
is under discussion. 

I would respectfully urge upon this committee the social desirability 
of giving some relief to these colleges and some relief to parents who 
have the laudable and natural desire to spend as much money as they 
can possibly afford to educate their children and to make them good 
citizens and to create a good earning ability in those children. I think 
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it is a worthy purpose and I respectfully urge on this committee the 
inclusion in the new code of some form of deduction such as is 
suggested. 

(Mr. Harrington’s prepared paper follows:) 

Mr. Kina. I would like to commend Mr. Harrington, Mr. Chairman. 
I think it is a most interesting and worthwhile statement you have 
made. I likewise would like to assume the prerogative of the Chair 
and apologize for myself at least that business on the floor precluded 
the membership from hearing your statement, Mr. Harrington. 

Mr. Kean. I will say, Mr. - Harrington, I appreciate what you say 
about my alma mater and agree that all other colleges also did their 
full part, as you said, in war effort and will always do their part in 
war efforts in the future, as does the whole population of the United 
States. 

Mr. Harrineton. Thank you very much, gentlemen. 

Mr. Kean. Mr. Tucker? Is Mr. Tucker here? 

There are no more witnesses scheduled. 

Is there anybody here who is scheduled to appear today? 

The committee will stand adjourned. 

(The following material was submitted for the record on topic 5:) 


STATEMENT OF Cart Er.roTt, MEMBER or ConGresSS FRoM THE SEVENTH DISTRICT 
or ALABAMA, IN Support oF H. R. 2256 


Mr. Chairman and members of the committee, I appreciate this opportunity 
to appear before this great committee this morning in support of my bill, H. R. 
2256, to amend the Internal Revenue Code. H. R. 2256 would permit a tax- 
payer to make income-tax deductions for the education of a dependent attend- 
ing a college or university, to the extent that such expense exceeds the exemp- 
tion, if any, previously allowed for said dependent. 

The complexities of this age, coupled with the accumulation of a vast and 
systematized body of knowledge, have made higher education of increasing 
import. According to the Office of Education, $394,609,000 were spent for student 
fees in the year 1949-50. This figure, then, represents the amount spent by 
students in colleges and universities for matriculation, tuition, laboratory, li- 
brary, health, and other miscellaneous fees. Expenditures for transportation, 
books, paper and supplies, food, clothing, and lodging are other large items 
that entail further vast sums of money. This $3941, million represents an 
increase of $193,713,196, or 96.4 percent, over the amount reported for 1939-40. 
The increase in college and university enrollments for this same period has 
been only 78.0 percent. Thus there has been an increase of approximately 18.4 
percent in operation costs in this one area. 

From these figures, then, two significant trends are apparent. The one, as 
already pointed out, is that a greatly increased cost exists in this field as in 
all others. The second trend here illustrated is the greater degree to which 
colleges and universities are being utilized. It is important to the economy 
of our Nation that this continue to be the case; that is, it is important that 
individuals continue to be able to attend institutions of higher learning. Severe 
shortages even today exist in the number of engineers and scientists available 
for employment. The Civil Service Commission anticipates a more pronounced 
dearth of scientific personnel in the immediate future (due to a lower enrollment 
in technical schools today). 

It is necessary for parents to begin saving at an early date if they are to 
be able to send their children to college. As costs skyrocket, it becomes increas- 
ingly difficult to save money. The small margin between that which is earned 
and that which is needed to meet the essentials in the average household today 
is approaching the vanishing point. The greatest portion of this margin evap- 
orates in taxes. 

The Good Housekeeping magazine has for the last several years compiled 
a list of 125 smaller schools throughout the country at which expenditures 
for board, room, and tuition total not more than $1,300 a year. The median 
was approximately $1,000. Remember, this sum does not include books, cloth- 
ing, transportation, and other allowances. Add another $500 minimum for 
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these additional expenses, and then multiply this $1,500 by 4 years. The 
sum total is $6,000. This is what it costs to send one child through college; 
graduate school is another matter. By the same token, to send three children 
to college costs at least $18,000. In order to save $18,000 under existing 
tax laws, it is necessary to earn a great deal of money, regardless of the 
tax bracket. 

The education of our children is the underpinning of our democracy. The 
multiplicity of new discoveries of knowledge in every field not only accentuate 
the desirability of a college education but make it more expensive at the same 
time. 

The most elementary of present-day statistics prove conclusively that there 
is a high correlation between earning power on the one hand and higher education 
on the other. 

When you grant the exemption provided by my bill, you encourage the educa- 
tional advancement of a generation. 

We are all fortunate in the knowledge that the exemption can be granted 
with full assurance that our country as the grantor will be repaid many 
times as the increased earning power of the beneficiary comes into fruition. 

Thank you. 





NATIONAL SOCIETY OF PROFESSIONAL ENGINEERS, 
Washington 5, D. C. June 24, 1953. 
Hon. DANIEL A. REED, 
Chairman, House Ways and Means Committee, 
House of Representatives, Washington 25, D. C. 

Dear Mr. REED: In connection with the hearings currently being held by your 
committee in connection with proposed revisions in the income-tax laws, we 
understand that the phase of the hearing concerned with allowable deductions 
for educational expenses has been concluded and that the record on this portion 
of the hearing will close on June 24, 1953. 

Because of the absence of a number of members of our organization in connec- 
tion with our annual meeting during this portion of the hearing, we were unable 
to prepare and present testimony favoring the passage of H. R. 4893 which we 
are supporting. It is understood that statements for the record may be incorpo- 
rated at the committee’s discretion and we enclose such a statement, respectfully 
requesting that it be made a part of the printed record. 

Your cooperation in this matter is sincerely appreciated. 

Very truly yours, 
PAvuL H. Rosserns, P. E., 
Evecutive Director. 


STATEMENT BY NATIONAL SocrIETY oF PROFESSIONAL ENGINEERS 


One of the commonly accepted and deep-rooted beliefs of the American people 
is that our high standard of living and our national welfare is geared to and 
dependent upon our being an educated people. This basic principle, extending 
back to our Founding Fathers, is no longer questioned by the people or the 
Congress; yet it is a strange fact that the tax laws contain provisions which 
actually militate against this principle, particularly in the field of higher edu- 
cation, graduate education, and special study. 

The interest of this organization in the problem lies in the fact that it is 
composed entirely of professional persons who possess professional collegiate 
degrees in all phases of engineering and science and many hold masters and 
doctors degrees. It is well known, however, that in engineering and science, 
as in other professional fields of learning, there are ever-changing developments 
and new information is constantly being brought to light. Members of the pro- 
fessions have the desire and the duty to continually improve their knowledge and 
keep up to date with the advance of knowledge in their fields. 

One of our many interests along these lines lies in contributing to higher 
education in the engineering and scientific fields, realizing that the great tech- 
nological progress of this Nation will suffer very gravely if the supply of engi- 
neers and scientists delving ever-deeper into the unlocked mysteries of nature 
is not maintained and constantly increased. 

In recent years there have been many studies and reports by distinguished 
bodies emphasizing the above point and particularly citing the importance of 
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graduate work in the field of higher education. The most recent valuable con- 
tribution along this line is from the National Manpower Council, a distinguished 
group appointed by President Eisenhower, when he was head of Columbia Uni- 
versity. In their report, A Policy for Scientific and Professional Manpower, it 
is stated: 

“The cold war and the responsibilities which fall to the United States as the 
most powerful nation in the free world, have inspired a unique concern with 
the adequacy of its resources of scientific and professional manpower. There is 
a growing appreciation of the significance of these highly trained persons in 
the country’s norma! life and its future progress, as well as in the present 
program of partial mobilization. This is the first step toward a public recogni- 
tion that the development and effective utilization of the Nation’s resources of 
scientific and professional manpower constitute a new and challenging issue of 
public policy.” 

The income-tax laws are presently at variance from these accepted principles 
with regard to continuation of higher education by individuals. If a manufac- 
turer expends money to improve his product, the cost is clearly deductible. But 
if an individual engineer, scientist, or other professional person, expends his 
own money to improve his store of knowledge, there is considerable doubt that 
he may deduct the expenses incurred. Yet the improvement of products and the 
development of new products depends upon the ability of individuals to acquire 
the knowledge by study and research which must precede the manufacturer’s 
activities. This condition is certainly not conducive to the encouragement of 
additional study at their own expenses by individual engineers and scientists 
as well as by other groups. If such educatonal expenses were clearly deductible 
for income-tax purposes, many more persons would be encouraged to undertake 
graduate study and special courses of higher instruction and thus contribute, 
not only to his own knowledge, but to that of the entire economy. Also, it may 
be noted that income studies bear out the fact that those with the greatest fund 
of knowledge generally have the highest incomes in their particular fields, 
Hence, it is logical to conclude that the fostering of additional and special 
studies by those desiring it, will lead to their economic betterment and, conse- 
quently, to higher income taxes for the Government. 

Recent court decisions, such as that of George G. Coughlin v. Commissioner of 
Internal Revenue, decided April 14, 1953, by the United States Court of Appeals 
for the Second Circuit, may indicate a broader and more liberal interpretation 
of the present law on this point, but a close reading of the Coughlin case leaves 
considerable doubt that the ruling of the court would apply in many situations. 
The court noted: “* * * how dim a line is drawn between expenses which are 
deductible because incurred in trade or business, i. e., because professional, and 
those which are nondeductible because personal.” The decision allowing the 
educational expenses of the taxpayer in the particular instance was based, it 
would appear, on the finding that “* * * the information acquired was needed 
for use in a lawyer’s established practice.” (Italics added.) It may be ques- 
tioned whether the court would have come to the same conclusion if the case had 
involved a professional person who did not “need” the additional education, 
but who was curious enough, or proud enough of his intellectual development and 
his profession, to “want” to further his knowledge. 

In view of the considerable doubt which exists and the importance of doing 
everything possible to encourage and support those who voluntarily desire to 
undertake the addition of knowledge for themselves and the Nation, we submit 
that H. R. 43938 should be enacted. This bill will remove the present legal cloud 
regarding the deductibility of expenses incurred in the educational endeavor. 
The National Society of Professional Engineers fully agrees with and endorses 
the statement of Representative Davis, the author of H. R. 4893, that “* * * our 
Government has delayed in doing the fair and just act of placing professional 
people on the same basis as business and industry. It is high time that this 
discrimination should be eliminated. * * *” The immediate small loss in Fed- 
eral revenue which might be involved would, in our opinion, be more than offset 
from a long-range standpoint by the eventual higher return from those who im- 
prove their standing and income by the acquisition of new and valuable knowl- 
edge, as well as the major benefits which the Nation will derive from the addi- 
tions to our general store of knowledge. 

Our membership of over 29,000 are all registered under the professional engi- 
neering registration laws of one or more of the States and Territories. These 
members are associated together in more than 300 local chapters under the 
leadership of our 39 member State societies. The National Society of Profes- 


| 


+ TAM 








GENERAL REVENUE REVISION 199 


sional Engineers concerns itself with activities in the fields of social, ethical, and 
professional interests of the engineering profession. 

We respectfully urge the committee to act favorably upon H. R. 4393 in the 
interests of ever-increasing contributions to the national welfare by the profes- 
sional population of the Nation. 





STATEMENT BY THE AMERICAN NuRSES’ ASSOCIATION, INc., New York, N. Y., RELA- 
TIVE TO PROPOSED AMENDMENT TO THE INTERNAL REVENUE CODE ON Topic 5, 
DEDUCTION OF COLLEGE AND EDUCATIONAL EXPENSES (INCLUDING * * * THE 
PROFESSIONAL EDUCATIONAL EXPENSES OF THE TAXPAYERS THEMSELVES) 


This statement is submitted on behalf of the American Nurses’ Association, 
Inc., the national membership organization of 177,000 professional registered 
nurses, in lieu of a personal appearance, in accordance with permission previously 
granted. 

We urge that the Congress amend the Internal Revenue Code to permit the 
deduction of reasonable educational expenses incurred by professional persons. 
We do not seek a deduction for those expenses incurred in attending college to 
obtain a basic education, nor those expenses incurred in attending a school to 
acquire the basic education necessary to practice a profession. We ask only for 
deduction of those expenses for education which are incurred by persons already 
engaged in the practice of a profession, and which, therefore, have a current 
expense aspect to them. 

The educational expenses for which we seek a permissible deduction may be 
divided into two categories: 


1. Education to qualify for a specialty or advanced position within a 
profession. 

2. Education for the purpose of keeping one’s professional knowledge 
current. 


Each of these will be discussed separately, as it anplies to professional nurses, 


COURSES TO QUALIFY FOR A SPECIALTY OR FOR AN ADVANCED POSITION 


The amount of educational preparation required of nurses, as well as the 
demand for nurses with advanced preparation, has increased tremendously in 
recent years. In 1952 the National League for Nursing estimated that there were 
72,500 nurses holding positions for which preparation beyond that received in 
the basic 3-year program is required or, at least, most desirable. On the basis 
of this figure it was estimated that 4,350 graduate nurses with such advanced 
preparation would be needed each year for replacement alone, as compared to 
only 1,400 to 1,500 graduate nurses now being prepared annually for replacement, 
for many new positions being created and to fill existing vacancies.’ 

A nurse today, if she wishes to qualify for a supervisory, administrative, or 
teaching position, os as a specialist in clinical or public health nursing, finds that 
a baccalaureate degree is essential. A graduate nurse who has completed a 
3-year basic course must complete an additional 3 years of college work in order 
to earn a bachelor of science degree. Many nurses can secure this additional 
preparation only while working full or part time in their profession. The finan- 
cial burden of this education on such nurses is disproportionate to their income. 
For example, a graduate nurse working for a bachelor of science degree at 
Teachers College, Columbia University, needs 60 points at $25 per point. Regis- 
tration fees ($10 per semester for part-time study), books (approximately $5 per 
course), and other incidentals, such as laboratory fees, are additional expenses. 
If the nurse works half time in nursing service, she can reasonably carry 10 points 
per semester. The total expenses for 1 year (2 semesters) would thus amount to 
approximately $550 to $600. Her earnings as a general duty nurse working 
half-time in New York City would be under $1,500. 

Under the present law it is clear that no deduction is allowable for educa- 
tional expenses of this kind, such expenses being considered a personal expense 
or capital expenditure. Knut F. Larson (15 T. C. 956, Cf. Hill v. Comm., 181 
F 2d 906 (1950) revg. 13 T. C. 291). 

A realistic appraisal must recognize that nurses, as do other professional per- 
sons, take advanced educational courses in the hope that their professional in- 





1 Graduate Nurses in Colleges and Universities, the American Journal of Nursing, vol. 52, 
No. 9, September 1952. 











200 GENERAL REVENUE REVISION 


come will thereby be enhanced. Such expenses, therefore, are incurred “in the 
production of income” and should be allowable under section 23 (a) (2) of the 
law. But since the regulations and the courts construe section 23 (a) (2) to 
deny a deduction for such expenses, we ask that the law be clarified on this 
point. 

For this type of expense we believe a deduction should be allowed for tuition 
and similar costs only ; that is, ordinary living expenses would not be deductible. 


COURSES TO KEEP ONE’S KNOWLEDGE CURRENT 


As in the other recognized professions, numerous institutions and organiza- 
tions offer short courses designed to aid professional nurses in keeping up with 
the latest developments in their field. Usually such courses do not extend over 
more than 2 weeks. Because these courses are generally given in large metro- 
politan centers, the majority of nurses must travel away from home to attend, 
and such travel expense frequently is a large portion of the total expense in- 
volved. 

The recent decision of the Court of Appeals for the Second Circuit in Cough- 
lin v. Comm, (203 F 2d 307 (Apr. 14, 1953) ), indicates that deductions for edu- 
cational expenses of this kind are allowable under the present law. However, 
the decision of the second circuit may not be followed in other circuits, and we, 
therefore, request that the law be amended to make clear that this type of ex- 
pense is deductible under section 28 (a) (2). 

We suggest, therefore, that section 23 (a) (2) be amended so as to make it 
clear that the expenses of professional persons, including nurses, in attending 
such institutional courses be allowable as a deduction from ordinary income. 


— 


STATEMENT OF Mr. LenNArtT E. ANDERSON, PusLic ACCOUNTANT, WILLMAR, MINN. 


I believe allowances for professional educational and examination fees should 
be deductible to the taxpayer. A great many of them result in increased (and 
taxable) income, and it seems fair to allow them as costs of producing such 
income. 

The cost of local school expenses are paid for by deductible real-estate and 
personal-property taxes, and it seems only logical to allow as deductions those 
educational expenses of himself or his dependents which income-tax payer 
pays out of his own pocket rather than in the form of property taxes. 


STATEMENT BY AppIson B. CLoHoSrY, Esq., ON BEHALF OF RESEARCH INSTITUTE 
or AMERICA, New YorK, N. Y. 


A further clarification is necessary in the case of a practicing professional 
person who attends refresher courses, short courses, or seminars, to “keep up” 
with the changes in his profession. Such expenditures do not increase his earn- 
ing power as would those incurred in acquiring his basic education. They would 
merely enable him to continue his work with current treatment and understand- 
ing. Expenditures falling into this classification should be treated the same 
as expenditures for periodicals or other publications which keep the professional 
man abreast of the developments in his field. 

College and educational expenses should definitely be allowed as a deduction 
to the taxpayer paying these costs. It is extremely difficult for the average tax- 
payer to pay his taxes, his living costs, and send his children to school. Also, 
the $600 provision estops a student from working as much as he could in helping 
to defray the costs of his education. 

Unless something is done to give relief in the way of allowable deductions for 
college and educational expenses for children, we will surely kill the educa- 
tional program in this country. . 

It costs between $2,000 and $2,500 per year to maintain a child at college away 
from home. You don’t have to have a large income for this to mean that you 
must earn $4,000 to $5,000 per year for each child whom you want to give a col- 
lege education. 

I firmly believe in balanced budgets, but I don’t believe that you can unbalance 
the budgets of the private citizens for as long a period as we have without kill- 
ing incentives and destroying the very structure we are fighting to save. 
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STATEMENT OF AMERICAN FEDERATION OF LABOR Re Topic 5, CoLLeGE AND 
EDUCATIONAL EXPENSES 


(a) Unusual expenses of dependents.—There would appear to be no valid 
reason for increasing dependency credits for students attending college, nor for 
allowing them to earn in excess of $600 yearly without affecting their depend- 
ency status, as has been proposed by bills introduced in the present session of 
Congress. 

(b) Professional expenses of taxwpayers—We believe the present policy of 
the Revenue Bureau in allowing taxpayers to deduct necessary expenses in con- 
nection with books, tuition, living expenses, etc., incidental to courses of train- 
ing necessary to maintain the professional status of a lawyer, doctor, teacher, 
dentist, or other professional person is sound and should be continued. 





STATEMENT OF PHILIP A. HERSHEY, CERTIFIED PUBLIC ACCOUNTANT, SAN 
FRANCISCO, CALIF., Re Topic 5 


Topic 5, college and educational expenses, should be deductible because in 
effect they are creating a base of future income by those who receive such edu- 
cation which normally should place those eventual taxpayers in higher tax 
brackets and thus should return greater income to the Treasury. I need not 
dwell on the value from an income standpoint of professional educational ex- 
penses. Most of the committee, as are most of the Members of Congress, are 
attorneys who are well acquainted with the cost of a professional education 
under today’s economy. 


(Whereupon, at 3:05 p. m., the committee was recessed, subject to 
the call of the Chair.) 
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TUESDAY, JUNE 23, 1953 


House or REPRESENTATIVES, 
Committre ON Ways AND MEANS, 
Washington, D.C. 
The committee met, pursuant to recess, at 10 a. m., in the committee 
room, Committee on Ways and Means, Hon. Daniel A. Reed (chair- 
man) presiding. 
The CHarrMan. The committee will come to order. 


TOPIC 6—BUSINESS EXPENSE DEDUCTIONS FROM ADJUSTED GROSS 
INCOME 


This morning the committee will hear testimony on topics 6 and 8 
in our scheduled hearings on general revenue revision. 

I might say that Congressman Keating has advised us that he is 
filing a statement for the record in lieu of appearing in person. 

(The statement referred to follows :) 


TWSTIMONY OF REPRESENTATIVE KENNETH B. KEATING (REPUBLICAN, New YORK 
Re Toric No. 6 or THE REVENUE REVISION HEARINGS 


Mr. Chairman and members of the committee, now that the House of Repre- 
sentatives has voted additional tax relief for its Members, it is high time 
ve treated the average taxpayer with the same generosity. We cannot, within 
reason, provide that a Member of Congress may claim as a business expense 
the amount it costs him to live in the District of Columbia without allowing 
the factory worker to deduct the cost of travel to and from his job. This would 
be tax injustice at its worst. 

The cost of transportation is often a very heavy item in the sedan of the 
low-bracket taxpayer. It is necessary for him to travel to and from his job, 
and the money he spends for this purpose is just as much a business expense 
as some of the deductions which are already allowed. For instance, under the 
present law a businessman may deduct as a necessary expense the cost of 
entertaining future prospects. This is entirely proper, in my opinion, but it 
is no more a business expense than the cost of transportation to and from 
one’s work. 

The present law is inequitable in its very inconsistency, and its injustices 
are borne for the most part by those who can least afford to pay. 

It is this committee’s objective to recommend a permanent and fair basis 
of taxation for the future. I, therefore, sincerely hope that favorable consid- 
eration will be given to the provision of H. R. 474 which would allow the dedue- 
tion from the gross income of all necessary expenses of transportation to and 
from work. 


The Cuarrman. Congressman Elliott also advises that he is filing 
a statement for the record in lieu of appearing in person. 
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(The statement referred to follows :) 


STATEMENT OF CARL ELLIOTT, MEMBER OF CONGRESS FROM THE SEVENTH DISTRICT 
OF ALABAMA, IN Support OF H. R. 4717 


Mr. Chairman and members of the committee, I urge favorable consideration 
of my bill, H. R. 4717, which provides that taxpayers be allowed a deduction 
from gross income for necessary transportation expenses to and from work. 

The Seventh Congressional District of Alabama, which I have the honor to 
represent in the Congress, provides as good an illustration of the necessity 
for the passage of this bill as any I can think of in the entire United States. 

In the first place, the Seventh District of Alabama is a rural district. The 
1950 census classified about 89 percent of the district’s population as rural. 
The largest city in the district is Jasper, Ala., with a population of approxi- 
mately 8,500 persons. In a district such as the Seventh District of Alabama, 
a great majority of the people draws a large share of sustenance directly from 
the farm, while another very large part draws a substantial portion of its total 
income from the farm in a more indirect way. In many cases, however, one 
person from a farm family will travel each day to a job in a nearby city in 
order to earn a salary with which to supplement the low earning capacity 
of the farm. 

Walker, Cullman, and Blount Counties in the Seventh Congressional District 
border on Jefferson County, the greatest coal and steel center in the entire 
southeast. From these three counties, we have thousands of persons who go 
into Jefferson County each day to earn their livelihood. Travel involved in 
going from their homes in Walker, Cullman, and Blount Counties to Birming- 
ham in Jefferson County amounts to as much as 100 miles a day in many indi- 
vidual cases. 

A prime illustration of what I am talking about is Hayes Aircraft, Inc, a 
military aircraft modification and repair station, located in Birmingham and 
serving the southeast area. The work at Hayes Aircraft, which employs some 
4,000 persons, is based upon the air needs of this period. 

A very large percentage of the 4,000 Hayes Aircraft employees comes from 
rural counties such as Walker, Cullman, and Blount, which surround Jefferson 
Coanty. The employment furnished by such plants as the Hayes Aircraft, Inc., 
has been very helpful in these counties of the Seventh Congressional District. 
Walker County, for instance, has suffered great economic stresses over a period 
of the past few years when the number of persons employed in coal mining has 
been reduced from approximately 7,000 to 2,800. Fortunately, the economy of the 
Birmingham area has been able to absorb a great many of those persons thrown 
out of work. Jefferson County’s manufacturing, mining, steel fabricating, and 
steel production have furnished employment to large numbers of those forced 
out of work due to the decline of the coal industry in Walker, Cullman, and 
Blount Counties. 

I happen to be one who feels that it is good for a democracy to preserve its 
rural life and institutions and that this objective might well be made a guiding 
legislative principle. A travel expense deduction for those who must go from 
the rural areas each day into the cities for work would, I believe, further this 
goal. Otherwise, especially in periods of national emergency when the labor 
market is tight, we invite those additional thousands who are needed to do 
industrial defense work to move into our cities. If the defense effort lasts only 
a few years and then employment falls, thousands of persons have been cut loose 
from their rural moorings and, without employment, may become wards of the 
cities in which they live. 

Regardless of these conditions, however, it has always seemed to me that this 
proposed deduction is an extremely fair one. We allow persons income-tax 
deductions for travel costs when traveling is a part of their jobs. Why isn’t 
it just as fair to grant a similar deduction to the person who, for instance, lives 
40 miles from the factory where he works and is required to travel from his farm 
to his place of employment? 

We have talked a great deal during the past 3 or 4 years about the dispersal 
of industry. Yet, we have done less about the problem than about any other 
economic challenge of which I know. The record shows that our economic 
policy has seemed to be one of encouraging cities with large industries to accumu- 
late more of them. We are getting, therefore, the very opposite of dispersal. 
Certainly, our Government should take more vigorous action to see that our 
industries, and particularly our defense industries, are more greatly dispersed. 
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However, the fact that we concentrate our industries, does not mean we also 
must conc entrate our working force. With the short workday of modern times 
there is no reason why those who prefer to do so should not be able to live on 
the farm and go into the cities for jobs. The granting of this proposed deduction 
will encourage those who desire to live on the farm to stay there. Thus the 
preservattion of our rural family units and institutions will be encouraged. 

I hope the committee will approve the granting of this deduction. 


The Cuarrman. Congressman Davis of Georgia has advised that 
he will file a statement for the record in lieu of appearing in person. 
(The statement referred to follows :) 


STATEMENT OF REPRESENTATIVE JAMES C. Davis IN BEHALF oF H. R. 4395, INTRO- 
DUCED BY H1tm, To Provipe THatT INDIVIDUALS May DepUct From Gross INCOME 
EXPENSES PaIp on INCURRED FOR TRANSPORTATION TO AND FRoM WORK 


Mr. Chairman and gentlemen, I have introduced House bill House Resolution 
4395 to amend the Internal Revenue Code to provide that individuals may 
deduct from gross income expenses paid or incurred for transportation to and 
from work. 

This is a bill intended to lighten the income-tax burden of the small taxpayer, 
whose income tax is paid upon salary or wages. The taxpayers to be benefited 
by this bill belong to the group who have not been able to employ attorneys or 
tax experts to plead their cause before the Internal Revenue Department for 
allowances of business expenses as tax deductions, and who have not been able 
to present arguments before congressional committees to establish the justice 
of such deduction. 

We have allowed travel expenses to be deducted as items of business expense 
by corporations engaged in all lines of industrial activity, manufacturing, con- 
struction, merchandising, and all lines of corporate industry. Yet, no steps 
have been taken to permit the individual worker to deduct the cost of transpor- 
tation to and from his place of business as an item of business expense. The 
president of a corporation may travel from one end of the country to the other 
if it is in connection with his business, and may deduct the entire expense from 
his income tax as a business deduction, and I submit that transportation of 
an employee to and from his place of business is as much an item of business 
expense to him as a trip to New York is for a buyer of merchandise, a traveling 
salesman, or a branch manager whose home office is located there. 

I sincerely hope that the time is not far distant when Government spending 
will be reduced to the point where income taxes may be greatly reduced for all 
the people. In the meantime, I hope that your committee will view with a 
sympathetic eye the plight of the employee working for salaries or wages who 
has not up to this time been permitted a deduction for this legitimate item of 
business expense, and that you will see fit to favorably report this bill out where 
it can come to the floor of the House for early action. 


The Cuarmman. We will hear first this morning from Congressman 
Smith. 

Congressman, it is customary to give your full name and the 
capacity in which you appear for the record. We are pleased to have 
you with us. 


STATEMENT OF HON. FRANK E. SMITH, A REPRESENTATIVE IN 
CONGRESS FROM THE STATE OF MISSISSIPPI 


Mr. Smrre. Thank you, Mr. Chairman. 

The Cuatrrman. We welcome your testimony; we know it will be 
very valuable to us, and we want your recommendations. You are a 
very sound man in matters of legislation, and we are glad to have you 
here. 

Mr. Smirnu. Thank you, Mr. Chairman. I am Frank E. Smith, 
Representative of the Third District of Mississippi. 

I am testifying this morning primarily in behalf of the H. R. 612 
which proposes to allow taxpayers in computing adjusted gross in- 
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come to deduct expenses paid or incurred by them in connection with 
their employment on a commission basis. The legislation is designed 
to allow a deduction which the Bureau of Internal Revenue has ruled 
is presently not allowable. 

IT am not in a position to be a technical witness in regard to this 
legislation. I have introduced it because of the injustice that was 
called to my attention in connection with salesmen who are com- 
pensated by their employers other than directly for their special 
expenses and the cost of this compensation is not given them for com- 
pensation in connection with their work, and they are not allowed to 
deduct it as a normal business expense, and as a result it provides a 
direct hardship upon them in relation to paying their taxes that in 
certain cases is not felt by salesmen who are in direct competition with 
them just because of the type of practice followed in the concern in 
which they happen to be employed. 

I understand that some representatives of some of the various sales 
organizations are going to appear today in behalf of this legislation 
or file statements which will give a better explanation of it, but I 
think that in your overall study of the various tax structures and 
exemptions and deductions and various other allowable exemptions 
which you are making, which I think is a very good field for study, that 
you should look into this problem and see if it is not possible to remedy 
it either through the adoption of an amendment such as I suggested in 
H. R. 612 or in some other revision of the law to make sure that these 
expenses can be deducted. 

Mr. Chairman, I do not propose to make any other detailed state- 
ment about it. As I understand, there are some people who can give 

ou some figures in regard to how this tax works and how this provi- 
sion of the law has worked to create an inequity. They will be here 
today to give you this technical information. 

The Cuarrman. We thank you very much for your information. 

Are there any questions? I hear none. 

Mr. Surru. Thank you. 

The CuHarmman. We have quite a long schedule of witnesses this 
morning, and if it is possible we would like to get through here at 12 
o'clock because of legislation to be debated today. We have scheduled 
some for 10 minutes and some for as much as 30 minutes, and if we 
can keep within these limits so far as possible, why, we can get along 
and cover this list today. 

The next witness is Mr. J. M. Alexander, president, the Bureau of 
Salesmen’s National Associations, representing 3 national salesmen’s 
associations and 78 territorial exhibitor associations, accompanied by 
counsel, Andrew P. Federline. 


STATEMENT OF J. M. ALEXANDER, PRESIDENT, BUREAU OF SALES- 
MEN’S NATIONAL ASSOCIATIONS, ACCOMPANIED BY ANDREW P. 
FEDERLINE, COUNSEL, DALLAS, TEX. 


Mr. Auexanper. Thank you, Mr. Chairman. 

The Crarman. If you will give your name and your counsel’s name 
for the record and the capacity in which you appear, you may proceed. 

Mr. Avexanver. I am J. M. Alexander, president of the Bureau 
of Salesmen’s National Associations, and this is Andrew P. Federline, 
counsel. I am also speaking for Marshall J. Mantler, who is manag- 
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ing director of the Bureau of Salesmen’s National Association with 
headquarters in Atlanta. 

The Crarrman. By the way, may I ask right there, you say that 
Mr. Mantler cannot appear, is that right ? ; 

Mr. Avexanper. Yes, sir; because of illness of his wife. 

The Cruarrman. I am very sorry to hear that. Would he like to 
put his statement in the record? Does he have one to go in the record ? 

Mr. ALExANnvER. We have this prepared statement which will go in 
the record. 

The Cuairman. Very well, you may proceed. 

Mr. Arexanper. My name is Jesse M. Alexander. My home is in 
Dallas, Tex. I am the traveling representative in the southwestern 
territory for the Acme Boot Co. of Clarksville, Tenn., and the Vogue 
Shoe Co., of Los Angeles. 

I appear before your committee today in my dual capacity as presi- 
dent of the Bureau of Salesmen’s National Associations, with head- 
quarters in Atlanta, and also as president of the National Shoe Trav- 
elers’ Association, with headquarters in Chicago. 

The Bureau of Salesmen’s National Associations is composed of 
three national associations of traveling representatives who are com- 
pensated by commissions paid on their sales. In addition to the Shoe 
Travelers, the organizations that compose the bureau are the National 
Association of Men’s Apparel Clubs, Inc., with headquarters in Boston, 
and the National Association of Women’s and Children’s Apparel 
Salesmen, Inc., with headquarters in Atlanta. 

Affiliated with the 3 national organizations that compose the bureau 
are 78 territorial exhibitor associations. More than 20,000 traveling 
representatives are members of these organizations, some holding mem- 
bership in more than 1 association or group. Each of the national 
associations mentioned is the leading organization of traveling repre- 
sentatives in its respective trade. ; 

My purpose here today is to present to you the need of clarification 
of our status under the income-tax laws, and to request you to provide 
an appropriate solution. I can only tell you what the problem is and 
give you some reasons why it exists. We hope that in your wisdom 
and judgment you can and will solve it. 

I say this to you because discussion of topic No. 6 on your agenda 
includes H. R. 612 introduced by Representative Smith of Mississippi. 
Frankly it is not clear to me that the bill as now written and without 
amendment, does what needs to be done for clarification and protection 
of the status of traveling representatives paid commissions. If the 
bill as drafted assures every traveling representative paid commissions 
that in computing his income tax he may deduct from gross income 
the expense items allowed by section 23 of the Internal Revenue Code 
without limitation other than provided in that section, then we endorse 
the Smith bill. While its purpose may be to do this, the language used 
is not clear, nor is it free from the possibility of confusion and 
misinterpretation. 

The Internal Revenue Code permits a taxpayer to adjust his gross 
income downward by making the deductions allowed by section 23 
thereof which are attributable to a trade or business carried on by the 
taxpayer, provided services performed by the taxpayer are not those 
of an employee (sec. 22 n and n—-1). 
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Where the taxpayer is an employee, the expenses paid or incurred 
by him in performing services may be deducted— 

(a) When for travel, meals, and lodging while away from home 
(sec. 22 n-2); or 

(b) When for any other purpose allowed by section 23 provided the 
services are performed by him “under a reimbursement or other ex- 
pense allowance arrangement with his employer” (sec. 22 Bede 

On the other hand, self-employed taxpayers are permitted by sec- 
tion 23 (a) (1) (A) to deduct from their gross income— 

All the ordinary and necessary expenses paid or incurred during the taxable 
year in carrying on any trade or business, including a reasonable allowance for 
salaries or other compensation for personal services actually rendered; traveling 
expenses (including the entire amount expended for meals and lodging) while 
away from home in the pursuit of a trade or business; and rentals or other 
payments required to be made as a condition to the continued use or possession, 
for purposes of the trade or business, of property to which the taxpayer has not 
taken or is not taking title or in which he has no equity. 

These references make it clear that a taxpayer who classifies as 
an employee can deduct as business expenses only for travel, meals, 
and lodging away from home unless the expenses were paid or in- 
curred under a reimbursement of other expense-allowance arrangement 
made with hisemployer. Or to put it another way, the business deduc- 
tions allowed self-employed persons are more numerous and better 
adapted to the conduct of business than are the deductions allowed to 
employees. 

While agents of the Bureau of Internal Revenue, in most instances 
I believe, have adopted a realistic viewpoint by permitting traveling 
representatives paid commissions to deduct from gross income all 
business expenses allowable under section 23 (a) (1) (A) of the In- 
ternal Revenue Code, we understand that there have been instances 
where the more restricted deductions under section 22 (n) (3) were 
applied on the theory that the services performed by the taxpayer were 
those of an employee as distinguished from those of a businessman. 

Due to the heavy necessary expenses which traveling representatives 
paid commissions must bear in pursuing their occupations, we do not 
think it is or can be proper to limit their deduction for tax purposes to 
deductions allowed to employees under section 22 (n) of the Internal 
Revenue Code. 

It will help you, I believe, to understand the plight of the traveling 
representative paid commissions if I outline to you the broader aspects 
of his classification problem. It has not been unusual for principles 
or Government, when it served a desired purpose, to classify travelin, 
representatives paid commissions as either employees or self-employe 
persons. 

A classic example within Government occurred when none of the 
late Economic Stabilization agencies —Salary, Wage, or Price—could 
determine with certainty what regulations applied to such workers. 
Proper determination of their status became so hopelessly snarled 
that the only thing that saved both the agencies and ourselves em- 
barrassment was the termination of the agencies. 

The issue had developed to the point that there was no clear-cut 
solution of it except through amendatory congressional legislation. 

Since the current revisions of the Revenue Act may fix the statutory 

attern for a long time to come, we are most anxious that there be 
S amendment, a clear statement that traveling representatives paid 
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commissions are and henceforth shall be entitled to all deductions for 
income-tax purposes allowed other persons engaged in business under 
section 23 (a) (1) (A). 

In every proper sense for income-tax purposes, the traveling repre- 
sentatives paid commissions in the shoe and men’s, women’s, and chil- 
dren’s apparel trades are entitled to the deductions accorded business- 
men under section 23 of the Internal Revenue Code. Unlike some other 
trades where salesmen are controlled by their principals to the extent 
that they might qualify legally as employees, traveling represent- 
atives in the trades we represent, after bemg assigned a territory, are 
left largely to their own devices, and there are no arrangements, so 
far as I am aware, whereby the principal reimburses these men for 
their travel expenses. 

The expenses they incur, strictly on their own responsibility, include 
not only transportation, hotel rooms, and meals, but also samples, ex- 
hibit space at shows, advertising, meals, and entertainment of buy- 
ers, telephone, telegraph, postage, stenogr ‘aphic services, display racks, 
insurance against public liability, property damage, collision and 
burglary, porters, and in some instances chauffeurs and models. Many 
of such representatives rent office space, and carry two or more lines. 

There are, of course, salesmen in some other fields who have reim- 
bursement arrangements with their employers covering traveling ex- 
penses and who are paid either salaries or commissions. These men 
are under the continuing supervision and direction of their principals, 
and their status either is or closely approaches that of employees 
under the common concept of the ‘employer- employee relationship. 
The men I represent here today do not fall in any such employee cate- 
gory. They conduct their business affairs and defray the expense 
thereof just as any other businessman would do. 

These remarks lay the background for the comments I want to make 
about H. R. 612. ‘That bill is so loosely drafted that I am not sure 
just what it does do. The most logical construction I have been able 
to place on it is that the amendment is intended to allow employees 
who perform services on a commission basis to make deductions from 
gross income under the provisions of section 23 (a) (1) (A), without 
limiting such deductions to employees operating under a reimburse- 
ment or other expense-allowance arrangement with their employers. 
If this is what the amendment does, it presumably would open up the 
business-expense deductions (sec. 23 a—l1-A) to traveling represent- 
atives paid commissions who arbitrarily might be classified by an 
internal revenue agent as an employee. 

On the other hand, since traveling representatives paid commissions 
technically are not employees, they automatically should receive the 
business-expense deductions under section 23 (a) (1) (A) and not 
have to rely on a special privilege granted to employees paid com- 
missions. 

We believe that a better solution of our problem would be to add the 
following sentence at the end of section 23 (a) (1) (A): 


Traveling salesmen who are compensated by commissions paid on sales and who 


defray their traveling and selling expenses, shall be allowed the deductions set 
forth herein. 


I hope whatever you do will clarify our status under the Internal 
Revenue Code so that there can be no question in anyone’s mind that 
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traveling salesmen paid commissions shall be allowed business-expense 
deductions under section 23 (a) (1) (A) of the code. 

I thank you. 

Mr. Mason (presiding). Mr. Alexander, does that conclude your 
statement ? 

Mr. ALEXANDER. Yes, sir. 

Mr. Mason. Are there any questions? If not, we thank you very 
much for this clear statement of your position in the matter. 

Mr. Atexanper. Thank you, gentlemen. 

Mr. Mason. The next witness listed is Mr. Louis A. Capaldo, presi- 
dent of the National Council of Salesmen’s Organizations, Inc., of 
New York City. 


STATEMENT OF EDWARD C. KUGLER, MEMBER OF THE BOARD OF 
DIRECTORS, APPEARING FOR LOUIS A. CAPALDO, PRESIDENT, 
NATIONAL COUNCIL OF SALESMEN’S ORGANIZATIONS, INC., NEW 
YORK, N. Y. 


Mr. Kverrr. Mr. Chairman, I am speaking for Mr. Capaldo. 

Mr. Mason. What is your name? 

Mr. Kueter. Edward C. Kugler, K-u-g-l-e-r, member of the board 
of directors of the national council. 


TOPIC 6, BUSINESS EXPENSE DEDUCTIONS FOR AND FROM ADJUSTED GROSS 
INCOME 


The National Council of Salesmen’s Organizations, Inc., hereinafter 
referred to as national council, is a nonprofit membership corporation, 
duly organized under the laws of the State of New York with its prin- 
cipal office at 80 West 40th Street, New York, N. Y. 

National council is the parent body of wholesale salesmen’s industry 
and trade groups, associations and clubs, whose individual members 
are outside wholesale salesmen, i. e., they sell the goods, wares, and 
merchandise of American factories to retailers and other distributors 
for resale to the consumer. Appended hereto is a list of the council’s 
members and affiliated groups. 

As the national voice of these salesmen’s groups representing a wide 
range of industries, including furniture, toys, paints, apparel trades, 
drugs, textiles, and many others ,itisa genuine privilege for national 
council to appear before this honorable and most important committee 
of our Congress to present briefly its recommendations with respect 
to topic 6, particul: irly as they affect the economic welfare and well- 
being of the estimated 1,350,000 or more outside salesmen and their 
families. 

It is most reassuring, to have this opportunity, which we consider 
to be, not merely a personal recognition of our particular organization, 
but rather a recognition on the p: art of our lawmakers of the important 

role in our economy which the salesman always has, and will continue 
to play in the economic growth and development of ‘our great and 
beloved country. The : salesman has far too often in the past received 
the attention of only dramatists and authors who have used his plight 
as the theme of their creative works. We are indeed happy for the 
salesman that he is being considered today with reference to a proposed 
“tax bill” rather than as a title for another “play bill.” 
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Our recommendations and requests : 

1. Elimination of the current inequitable tax liability differential 
between “traveling salesmen” and “city salesmen” resulting from the 
present wording and interpretation of section 22-N of the Internal 
Revenue Code. 

2. Correction of the present law which limits an employee, who is 
reimbursed for part of his selling expenses, to deducting only that 
reimbursed amount from his gross income and relegating the excess 
of his expense above the amount so reimbursed as a deduction from 
his adjusted gross income, 

3. Passage of H. R. 612 (the Smith bill), together with certain 
changes, which would amend section 22 (n) (3) of the code to permit 
commission salesmen who are paid aie on commission, to have the 
same benefits now accorded to employees under a reimbursement or 
other expense allowance arrangement. 

Elimination of the divergent tax liabilities in certain instances 
between the “traveling” and the “city” salesman. 

Section 22 (n) of the code presently permits an employee to deduct, 
in determining gross income, his expenses of travel, meals, and lodging 

“while away from home” but no other expenses except those for which 
he is reimbursed by his employer. 

The limiting clause “while away from home” creates certain anomo- 
lous situations wherein a city salesman and a traveling salesman with 
the same income and the same expenses, and otherwise in the identical 
position taxwise will have varying tax liabilities, while the city sales- 
man pays a greater tax on the same income. The following illustra- 
tion will gr aphic ally indicate the unfairness of the present law in this 
respect. 

In the example given below, salesmen A and B are both employed 
by the same corporation, earn $10,000 each in salaries and commis- 
sions. A travels outside the city. B’s territory is within the city and 
itsenvirons. Both are married. Their respective wives have no inde- 
pendent income and they have no dependents. A and B both use their 
individually owned cars in their selling activity and are not reim- 
bursed by their employer. Each has $1,000 auto expenses in the tax 
period and each has total deductions of $200 for taxis, contributions, 
charities, and so forth. This is their comparative tax computations, 
on the basis of joint returns: 





| A (traveling) B (city) 
Gross earnings ‘ | $10,000.00 $10, 000. 00 
Traveling expenses away from home 1, 000. 00 None 
Adjusted gross income ae “ ; ia a 9, 000. 00 10, 000. 00 
Standard deduction __. ss : ewan ng 4 ; - 900. 00 None 
Itemized expenses 
Car expense a " ‘ paannguige . None | 1, 000. 00 
Other expense tlle bee od eltehe None | 200. 00 
|— * 
Net income ‘i s actbeibeee Seadcgonwsedenvac! 8, 100. 00 8. 800. 00 
Exemptions. -.--. 1, 200. 00 1, 200. 00 
Normal tax and surtax net income-.-- J ‘ | 6, 900. 00 7, 600. 00 
Tax due anahchbbddsdunt 1, 601. 40 1, 777. 60 


| 


As we understand it, it is the purpose of this committee to overhaul 
the Federal tax structure so as to bring it up to date with changed 
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industrial and economic conditions. 'The example given by us, then, 
is a case directly in point. New methods of distribution on the part 
of industry have severely curtailed and restricted salesmen’s terri- 
tories. Suburban consumer areas have shown phenomenal growth. 
The salesman, who is assigned to city and neighboring territories 
without being “away from home,” should be under no greater tax 
disadvantage with respect to expenses of his automobile, for example, 
which is an equal necessity to him, than the traveling man. We be- 
lieve this situation should be corrected by the elimination of the re- 
stricting clause in section 22 (n) “while away from home” which, 
ine identally, is a most contentious one at best. 

The illustration we have given deals with expenses of upkeep on an 
automobile. It is intended “only to demonstrate the general inequity 
of the restrictive clause, “while away from home.” ‘There are other 
deductible expenses which an employee salesman must inevitably 
incur in a highly competitive economic field in order to effectively and 
successfully sell his employer's goods. 

Let us examine the matter of entertainment or of advertising 
expenses. Reasonable expenses of entertaining buyers are deductible 
as a legitimate business expense by employers. Why should the em- 
ployee salesman, who may be under similar expense, not be permitted 
to deduct his reasonable expenses of entertainment in determining 
adjusted gross income in such cases where he is not reimbursed by the 
employer ¢ 

Another example of the discriminating effect of the present tax 
requirements is in the matter of advertising. Certainly, the employer 
is allowed the reasonable expenses of promoting his product. In such 
instances where an employee salesman should, for example, send out a 
personal reminder or other mailing piece to his customers, he is not 
allowed to deduct such expense in arriving at his adjusted gross 
income. 

These inequities should be corrected by your committee in recom- 
mending a new tax bill. Your committee will remember, we are 
confident, that such salesmen, in particular, who must look entirely to 
their commission earnings for meeting both the costs of selling, such 
as travel, hotel, meals, eoodwill, etc,, and also their costs of living and 
that of their families are in an economic vise. Their lot should not be 
made more difficult by discriminatory and unfair tax-liability require- 
ments such as we have endeavored to illustrate. 

The present tax law which prohibits an employee from deducting 
for adjusted gross income purposes no more than the actual amount 
he may be reimbursed should be corrected. 

Under the current law if an employer pays a salesman an expense 
account, or otherwise reimburses him for expenses other than expenses 
of travel, meals, and lodging while away from home overnight, the 
employee salesman adds these reimbursed amounts to his gross income 
and thus is permitted to subtract the amount he is reimbursed, but 
cannot deduct more than that. Any excess which he may have to pay 
out of his own pocket, without reimbursement, is relegated to an 
expense item under “Miscellaneous” on page 3 of form 1040. 

Again we submit that the conditions of selling have changed radi- 

cally so as to make this rule archaic and obsolete. The expenses of 
selling for the salesman today have risen far beyond any amount for 
which he may be reimbursed by even the most progressive employer. 
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Why should the salesman be restricted in this manner when there is 
no such comparable restriction on his employer, or principal, when he 
calculates and determines his net income? 

The salesman who must dig into his own purse to pay expenses, 
which can be substantial, and are directly connected with his costs of 
selling his products, should, in all fairness and equity, be permitted 
to treat his legitimate expenses of carrying on his trade or profession, 
if you will, of selling, in the same manner as is an independent busi- 
nessman who is allowed to deduct his expenses of doing business with- 
out restriction as to amount. 

We, therefore, respectfully submit consideration by your committee 
to the elimination of this restrictive limitation on such salesmen who 
may be reimbursed in part for their expenses by lifting the present 
requirement which limits them in such cases only to an equal offset 
of expenses against the reimbursement in determining adjusted gross 
income. 

H. R. 612, the Smith bill, should be acted upon favorably so as to 
permit commission salesmen the same benefits of the tax law as are 
now accorded to employees under a reimbursement or other expense 
allowance arrangement: 

Section 22 (n) of the code in defining “adjusted gross income” 
indicates that such term means gross income minus certain items enu- 
merated therein. One such item, section 22 (n) (3) reads as follows: 

(3) Reimbursed expenses in connection with employment.—The deductions 
allowed by section 23 (other than expenses of travel, meals, and lodging while 
away from home) which consist of expenses paid or incurred by the taxpayer 
in connection with the performance by him of services as an employee under a 
reimbursement or other expense allowance arrangement with his employer. 

Representative Smith’s bill, H. R. 612, would amend the preceding 
quoted section by adding the phrase, followi ing the word “employer” : 


or where the services are performed on a commission basis. 


It has been estimated by Professor Tosdal, of Harvard University, 
that approximately 25 percent of the total number of outside sales- 
men are entirely dependent upon commissions for their earnings. 
National council’s own spot check of its member organizations would 
indicate that this estimate is low and that at least 60 to 70 percent of 
outside wholesale salesmen sell strictly on a commission basis only. 

The Smith bill would make it clear that salesmen who are on com- 
mission only and others who may be classified as independent con- 
tractors would receive the same benefits as employee salesmen, in those 
instances where their commission rates reflect the fact that they are 
being reimbursed in part or in whole for the expenses of selling which 
they ] pay out of such commission earnings. 

In other words, these commission salesmen may receive a higher rate 
of commission, for example, than a salaried salesman, for the reason 
that they are independent and pay their own costs of selling, the inten- 
tion being that the difference in rate covers the commission man’s ex- 
penses. The Smith amendment would, where the services are per- 
formed on a commission basis, enable the salesman to take the same 
deductions that are now permitted an employee with a reimbursable, 
or other like expense allowance arrangement. In view of the basic 
intention of the lawmakers in enacting section 22 (N) (3) with regard 

37746—53—pt. 1——15 
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to the reimbursement of employees, it is entirely in line with such in- 
tention that commission salesmen should be accorded equal treatment. 

In presenting the foregoing, we have referred only to one specific 
pending bill, H. R. 612, which of course, does not meet the entire 
problem which we have endeavored briefly to set forth to this honor- 
able committee. We are confident that the committee’s technical staff 
can frame the necessary legislation to embody our recommendations. 
We would, of course, be pleased to assist and cooperate in such draft- 
ing We strongly urge this committee’s favorable consideration. 

Respectfully submitted, Louis A. Capaldo, preseident; Benjamin 
Shapiro, chairman, legislative action committee, National Council of 
Salesmen’s Organizations, Inc., 80 West 40th Street, New York City, 
N. Y. 

Mitchell M. Shipman, Esquire, general counsel, 149 Broadway, New 
York 6, N. Y. Sanford Green, Esquire, of counsel. 

The Crratrman. Does that conclude your remarks? 

Mr. Kueter. That does, sir. 

The CuHamman. We want to thank you for your contribution to the 
information which we need in the recodification of the code. 

Are there any questions? The Chair hears none. 

Thank you very much for your appearance. 

Mr. Kucter. Thank you, sir. 

The Cuamman. The next witness is Mr. Clinton B. D. Brown, of 
Washington, D. C. 

Mr. Brown, we are glad to have you here. 


STATEMENT OF CLINTON B. D. BROWN, WASHINGTON, D. C. 


Mr. Brown. Thank you, sir. 

The Cuarrman. If you will just give your name and the capacity 
in which you appear we will be glad to hear you. 

Mr. Brown. Mr. Chairman and members of the committee, my name 
is Clinton B. D. Brown. I am an attorney, admitted to practice in 
New York and the District of Columbia. It was my privilege to 
testify before the committee last week concerning a previous topic on 
the committee’s agenda for the current hearings on tax revision. 

I a Icome the opportunity to appear again today to discuss topic 
6. I doso not in behalf of any particular client, but as a citizen and 
taxpayer who looks forward to the enactment by this Congress of 
substantial revisions in the tax laws which will eliminate many of the 
needless inequities existing today. 

Topic 6 relates to business-expense deductions from adjusted gross 
income (such as traveling expenses, entertainment expenses, work 
clothes, and the relationship of these deductions to the standard 
deduction). 

To understand these deductions in their proper light, let us examine 
tor a moment their relationship to the broad subject of business- 
expense deductions in general. Before any item of business expense 

can be treated as deductible from adjusted gross income, it must first 

qualify as a deductible business expense under section 23 (a) (1) of 
the Internal Revenue Code. Tf it meets the tests prescribed by that 
section and does not fall within the classes of deductions prohibited 
by section 24, we can then pass on to the question: In which of the 
following two ways shall it be treated: 
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(1) Is it deductible from gross income in computing adjusted gross 
income? or 

(2) Is it deductible from adjusted gross income in computing net 
income? 

The answer to this question is of particular importance to the wage 
earner or taxpayer receiving a modest saiary who incurs business 
expenses in connection with his employment. Whether he may treat 
his business-expense deductions under the first method above, or is 
relegated by law to the second method, will often spell the difference 
between his receiving a benefit taxwise from these deductions, or their 
being lost entirely. 

Suppose the taxpayer has gross income in the taxable year amount- 
ing to $11,000 and business expenses of $1,000. If he can treat these 
expenses as deductions from gross income in computing adjusted 

ross income (that is, the first method), his adjusted gross income will 
os $10,000. 

Moreover, he will be entitled to claim the standard deduction of 
$1,000 (if unmarried, or married and filing a joint return), thereby 
bringing his net income, before exemptions, to $9,000. He may elect 
to take the standard deduction although he actually has few or none 
of the allowable personal or nonbusiness deductions which he would 
otherwise itemize on page 3 of his Federal income-tax return (Long 
Form 1040). 

Now let us compare the result above with what will happen if the 
taxpayer must deduct his business expenses from adjusted gross in- 
come in computing net income (i. e. the second method). His ad- 
justed gross income is now the same as his gross income, or $11,000, 
since in this case we have assumed that he will not be allowed to de- 
duct his business expenses from gross income in computing adjusted 
gross income. 

Under the first method he took his business expense deductions be- 
fore arriving at a figure for adjusted gross income while here, under 
the second method, he does not take them until after he has com- 
puted this figure. 

At this point, with adjusted gross income amounting to $11,000, he 
may itemize his business expenses, along with any personal deduc- 
tions for interest, taxes, charitable contributions, etc., on page 3 of 
his return or he may elect to take the standard deduction of $1,000. 
If he takes the standard deduction, he cannot itemize his business ex- 
penses because section 23 (aa) (2) of the Internal Revenue Code ex- 
plicitly provides that the standard deduction shall be in lieu of all 
deductions from adjusted gross income, and this applies equally to 
business-expense deductions and those of a nonbusiness or personal 
character. 

Obviously, on the facts given, he will itemize his deductions if he 
has any others besides those for business expenses. The benefit tax- 
wise would be greater than if he took the standard deduction of $1,000. 
However, if he has no other deductions, he might just as well take the 
standard deduction, thereby saving himself the trouble of itemizing 
in detail his business expenses amounting to $1,000. 

Whichever he does, the net result will be the same: his net income 
before exemptions under the second method is $10,000, as compared 
with only $9,000 under the first method. What has happened, in ef- 
fect, is that he has lost entirely the benefit of his business expense de 
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ductions as a result of being denied the right to take them out before 
rather than after he has computed his adjusted gross income. He is 
in exactly the same position, and no better, than a taxpayer who can 
claim no actual deductible expenses but is nonetheless entitled to the 
standard deduction of $1,000. 

Let us now examine the pertinent provisions of the Internal Reve- 
nue Code to see how the difference between the first and second meth- 
ods affects the taxpayer-employee in actual practice. 

Under the present law, an employer or owner of a business may ap- 
ply the first method to the treatment of all his business expenses (i. e. 
he may deduct them before adjusted gross income), section 22 (n) 
(1). An employee, however, is expressly denied the right to use this 
method except in the case of traveling expenses and reimbursed ex- 
penses, section 22 (n) (2) and (3). In all other cases he must fall 
back on the second method, treating the expenses as deductions from 
adjusted gross income in computing net income. 

he practical effect of these provisions is to insure the full benefit 
of his business-expense deductions to the owner or proprietor of a 
business in all cases, even though he may also elect to take the stand- 
ard deduction. The employee, on the other hand, will only have the 
benefit of his deductions for traveling and reimbursed expenses if he 
takes the standard deduction; his other deductions for unreimbursed 
expenses incurred in the performance of his duties will be lost entirely. 

It is difficult to see what, if any, basis exists in logic or equity for 
this distinction and for the preferential treatment which it affords 
to one group of taxpayers as distinguished from another. I therefore 
respectfully recommend that the committee consider suitable amend- 
ments to section 22 (n) which will remove the present disparity be- 
tween employer and employee. 

Another change which I would like to recommend, Mr. Chairman, 
is the enactment of legislation which will put to rest once and for all 
the vexatious question whether or not a taxpayer is entitled to a 
deduction for “traveling expenses” in a case where he takes a business 
trip to a distant city from which he returns to his home the same 
night. 

The Bureau of Internal Revenue has announced that it will be its 
policy to disallow deductions for “traveling expenses” unless the 
taxpayer is required to remain away from his home overnight. 
“Traveling expenses,” as the term is used in its legal sense, include the 
cost of transportation, meals, and lodging. 

While the Bureau would deny a deduction for “traveling expenses” 
as such, it concedes that the cost of transportation itself is deductible 
as an ordinary business expense. On the other hand, it holds that the 
cost of meals and lodging is a personal living expense and therefore 
not deductible at all. The effect of this rule is not as serious in the 
case of a proprietor of a business as it is in the case of an employee. 

In effect, the owner of a business loses only his deductions for meals 
and lodging, but he is still entitled under section 2 (n) (1) to use the 
first method in the treatment of his transportation expenses. The 
employee, on the other hand, is limited by section 22 (n) (1) to the 
second method, i. e., he can only deduct the cost of transportation 
from adjusted gross income if he elects to itemize his deductions in- 
stead of claiming the standard deduction. If he takes the standard 
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deduction, however, the business-expense deduction for unreimbursed 
expenses of transportation is lost entirely. 

The “overnight rule” is solely a creature of the Bureau of Internal 
Revenue. There is no basis for this rule in any statutory provision 
nor is it stated in any Internal Revenue Bulletin ruling or in any 
court decision, On the contrary, the Tax Court has expressed its 
strong disapproval of the arbitrary distinction which the rule draws 
between travel away from home overnight and travel to a distant city 
from which the taxpayer returns home the same night. 

As the Tax Court said in Kenneth Waters (12 TC 414), “travel 
* * * while away from home” in its “plain, ordinary, and popular” 
sense means precisely what it says. It means travel while away from 
one’s home, and there is no connotation that the trip must be an over- 
night one, nor did the Tax Court think that Congress intended such 
a connotation. 

As the law stands today, it is probable that a businessman who 
takes a plane from Chicago to Washington and returns to his home in 
Chicago the same night will be successful in his contention that the 
cost of meals and a hotel room in Washington are deductible as travel 
expenses, provided he is willing to carry his case to the Tax Court. 
But unless he is prepared to litigate the question, the policy of the 
Bureau will prevail. 

An inequity has also arisen in recent years with regard to the de- 
ductibility of traveling expenses by construction workers, journey- 
men mechanics, and other itinerant employees. It is well established 
by a long line of decisions that “home” for the purpose of determining 
the deductibility of traveling expenses “while away from home” means 
the location of a person’s principal business rather than his residence 
or domicile. 

In an early case, Harry F. Schurer (3 TC 544), the Tax Court upheld 
the right of a journeyman plumber whose residence was in Pittsburgh 
and who accepted temporary employment for periods of short dura- 
tion in various other cities, to deduct the amounts which he expended 
for board, lodging, railroad and bus fares while away from his place 
of residence. 

This case was followed in £. G. Leach (12 TC 20), which allowed a 
construction worker to deduct the cost of lodging incurred during 
temporary absences from home for short, indefinite periods while he 
was working on various construction jobs. In several recent decisions, 
however, the Tax Court has disallowed these deductions, apparently 
on the theory that the taxpayer’s “home” in the case of an itinerant 
employees is wherever he happens to be employed at the moment. 
(See Vern Wallace Pratt, et al. (52097 Prentice-Hall Memo T. C., and 
also cases at 52176, 52177, and 52192, Prentice-Hall Memo T. C.)). 

The committee may wish to examine into the question whether con- 
struction workers should be afforded the same treatment, for tax pur- 
poses, as traveling salesmen who are continuously on the road. An 
amendment to existing law providing that “home” shall be deemed 
to be the place of the taxpayer’s family residence would undoubtedly 
suffice to accomplish this result. 

The Cuatrman. Does that conclude your statement ? 

Mr. Brown. Yes, sir. 

The Cuarrman. We thank you very much for your appearance. 

Are there any questions? Mr. Curtis. 
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Mr. Curtis of Nebraska. Under your theory of this away-from- 
home expense, a Government worker living in Rockville, traveling by 
bus and buying his lunch each day, would that be a business deduction ? 

Mr. Brown. No, sir, that would be a commuting expense and has 
always been denied. Where a taxpayer chooses to live in a place 
removed from his place of business so that he has to travel in the sense 
of a long distance to go, that is considered a commuting expense, and 
that is not allowaple. 

Mr. Curtis of Nebraska. Your point is that the rule that they have 
to stay all night when they make the unusual trip out of town is 
without foundation ¢ 

Mr. Brown. Yes, sir. But I would not advocate that the commuter 
who lives in Rockville be allowed to deduct those expenses. Those 
would be personal expenses clearly. 

Mr. Curtis of Nebraska. That 1s all. 

The Cuarrman. Mr. Byrnes? 

Mr. Byrnes. Mr. Brown, is not this premion more acute now by 
reason of the fast transportation today? It used to be that if you 
went out of town you necessarily had to go out overnight, but now 
you can go from Chicago to New York, transact business and get back 
the same evening? 

Mr. Brown. It definitely is, Mr. Byrnes. 

Mr. Byrnes. It would seem to me that part of this problem arises 
in the change in your method of transportation from the time these 
rules were originally adopted and the laws were adopted. 

Mr. Brown. Yes, it does, sir. I think I can see some logic in the 
Bureau’s position, or at least I see the basis for their reasoning. The 
Bureau probably feels that there would be no need to have a place of 
lodging away from home if you did not remain overnight. It prob- 
ably feels also that the cost of meals on a daytime trip to Chicago 
is not any different than the cost of meals downtown if you remained 
in Washington. 

On the other hand, I think as a practical matter there is a strong 
argument that can be made for the taxpayer because if you go on a trip 
to Chicago you do not have time to shop around to find a restaurant 
where you would pay the usual price and it would cost you more than 
it would cost you if you were eating at your ordinary place of business. 

The CHatrman. Are there any other questions? Mr. Curtis of Mis- 
souri will inquire. 

Mr. Curtis of Missouri. I was interested in your statement on page 
7 where you say “The ‘overnight rule’ is solely a creature of the Bu- 
reau of Internal Revenue.” Then you go on, on page 8, to suggest 
this one case that if the person were willing to carry the case to the 
Tax Court and litigate it he would prevail. 

I was just curious to know whether that present thought prevails 
under the new administration of Mr. Andrews because as I have un- 
derstood from his public statements he said no longer is the Bureau of 
Internal Revenue going to impose this burden on the taxpayer but in- 
deed it is going to consider these cases where there are mequities and 
give the taxpayer the benefit of a correct decision without having to 
litigate. 

I was wondering if that statement is in light of the past policies of 
the Bureau of Internal Revenue without giving Mr. Andrews’ new 
philosophy a chance to operate ? 
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Mr. Brown. Thank you for pointing that out, Mr. Curtis. I would 
assume from what you say then that this type of situation would be 
open to consideration by the Bureau under the new policy without 
forcing the taxpayer to litigate. 

Mr. Curtis of Missouri. That is what I understand Mr. Andrews 
very definitely stated mz ny times publicly, that that policy of forcing 
the taxpayer to litigate in order to get justice is not going to prevail 
any longer. 

The CxHarrman. Any other questions? 

We thank you very much for your appearance and the information 
you have given to the committee. 

Mr. Brown. Thank you, Mr. Chairman. It isa privilege, sir. 

The Cuarrman. The next witness will be Mr. Cassell G. Josselyn, 
certified public accountant, of Baltimore. 


STATEMENT OF CARROLL G. JOSSELYN, CERTIFIED PUBLIC 
ACCOUNTANT, BALTIMORE, MD. 


Mr. Jossetyn. Mr. Chairman, I am Carroll G. Josselyn, certified 
public accountant, Baltimore, Md. 

Mr. Chairman and gentlemen of the committee, I think Mr. Brown, 
I believe it is, who preceded me, has fairly adequately covered the 
»0ints which I wish to bring before this committee, and I will not 
lohan you with the repetition of those things. I would like to call to 
your attention, this is extemporaneous and not in my remarks, it gives 
you a beautiful example of how this thing works. 

About 18 months ago I sat in on the examination of a tax return. 
The man involved was a candy salesman. Now this return followed 
within about 2 months the examination of a similar return. The 
man in that case was a candy broker. What is the distinction? One 
man represented only one manufacturer. That manufacturer for 
reasons which I was not able to develop had seen fit to deduct from 
this man’s commissions social security and withholding. 

This was done under what was believed to be an agreement with 
their men to enable them to pay their taxes in a more or less painless 
way. Outside of that he was on commission, he paid his own expenses, 
his own stationery, postage, telephone, travel, everything. 

The second man represented more than one manufacturer, was 
not considered an employee by any one of them but otherwise was 
identical, he traveled the same territory, he was out of town the same 
time, he paid his own expenses, and he offset those expenses against 
his commissions. 

When the examination of the first return, the presumed employee, 

came up, the salesman had treated his business expenses as a Fs ‘tion 
against his commissions to arrive at adjusted gross income and then 
had claimed $500 for the standard deduction in the case as is usual 
for the personal deduction. 

The revenue agent was sympathetic to us. He said, “I can see why 
this man did it. Fortunately here is the book.” When he got the 
book out we found, and incidentally I was in a difficult position in 
the thing, I had not prepared the return so I could not argue too 
strongly for the taxpayer other than logic. 

The book said that so much of his expenses that we could attribute 
to his being out of town we might take off before we got to adjusted 
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gross income, but the rest of the stuff which went to his traveling in 
Baltimore, to the county and home, to Washington and home, to York 
and home, wherever it was within a reasonable radius of Baltimore, 
he had to take as part of his normal itemized deduction. 

The net result was that between the two men, both of whom had 
pretty much the same expenses, I found one man got the benefit of the 
itemized deductions because he was not an employee, and the other 
man had to lose part of his deductions because he was an employee. 

It seems to me that under the circumstances the two situations were 
so close that it was unfair to the first man to lose his deductions simply 
because he was technically an employee. 

I think my written statement is already here. It includes the points 
I wanted to cover. I will not burden this committee with reading 
it. If there are any questions I will be glad to try to answer thera. 

Mr. Simpson (presiding). Has this written statement been sub- 
mitted for the record ? 

Mr. Jossetyn. I think so. 

Mr. Srupson. Without objection, it will be included in the record. 

(The statement referred to follows:) 


STATEMENT OF CARROLL G. JOSSELYN, CERTIFIED PUBLIC ACCOUNTANT, BALTIMORE, 
Mp., Re Toric 6, BUSINESS EXPENSE DEDUCTIONS FRoM ADJUSTED Gross 
INCOME 


Individuals’ business expenses should be allowed as a deduction to arrive at 
adjusted gross income, even in the case of employees. The present rules defining 
what is deductible in computing adjusted gross income, and what is deductible 
from adjusted gross income in computing net income are arbitrary and unfair 
to the average employee. The employee should be treated as an earning entity, 
and the expenses he incurs in earning his salary income should be allowed 
to him to the same extent as the business expenses allowed to his self-employed 
neighbor. This would include unreimbursed travel and entertainment, pro- 
fessional dues and periodicals, telephone and postage, and might even be carried 
so far as to allow personal communting expense to his place of employment, 
on the theory that it is imperative to be at work to earn the income taxed. 
The adoption of the general principles here outlined would grant the employee 
the same tax advantages of a choice between itemized and standard deductions 
that the self-employed taxpayer enjoys. 


Mr. Jossetyn. Thank you, Mr. Chairman. 

Mr. Simpson. Are there any questions? 

At this point I would like to ask unanimous consent to insert for 
the Honorable Herman P. Eberharter, our colleague, a telegram 
addressed to him, signed by Judge Samuel A. Weiss and Judge Henry 
X O’Brien, with reference to the physically handicapped of America. 

(The document referred to follows:) 


PirrssurGH, Pa., June 17, 1958. 
Hon. HERMAN P. EBERHARTER, 


House Office Building, Washington, D. C.: 
We would both appreciate if you could place in the record our hearty en- 


dorsement of House bill 1725 to help the physically handicapped of America. 


Judge Samuret A. WEISS. 
Judge HENRY X. O'BRIEN. 
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(The following material was submitted for the record on topic 6:) 


STATEMENT FroM THE NATIONAL ASSOCIATION OF LIFE UNDERWRITERS RE BUSINESS 
EXPENSE DEDUCTIONS FROM ADJUSTED GROSS INCOME 


The National Association of Life Underwriters, a trade association consisting 
of 55,000 life-insurance agents, general agents, and managers, Wishes to recom- 
mend the elimination from the Internal Revenue Code of what we believe to 
be a serious discrimination against employed (as distinguished from self- 
employed) persons in the matter of business-expense deductions for 1ncome-tax 
purposes. We understand that your committee held hearings on this subject 
(topic 6 on the schedule released by you under date of May 13, 1953) on June 23, 
1953, and we trust that you will give the contents of this brief statement your 
earnest consideration and will incorporate it into the record of the above-men- 
tioned hearings. 

Under section 22 (n) (1) of the code, a self-employed taxpayer, in computing 
his “adjusted gross income,” is permitted to deduct from his gross income all 
deductions “allowed by section 23 which are attributable to a trade or business 
carried on by the taxpayer.” On the other hand, a taxpayer who happens to be 
an employed person is permitted by section 22 (n) (2) and (8) to 2educt from 
gross income only those deductions allowed by section 23 which consist of 
(A) “expenses of travel, meals, and lodging while away from home, paid or in- 
curred by the taxpayer, in connection with the performance by him of services 
as an employee” and (B) expenses (other than expenses of travel, meals, and 
lodging while away from home) paid or incurred by him in connection with his 
performance of services as an employee “under a reimbursement or other expense- 
allowance arrangement with his employer.” 

Thus, if an employed person pays or incurs ordinary and necessary business 
expenses (other than for travel, meals, and lodging while away from home) for 
which he is not reimbursed or given an allowance by his employer, he can deduct 
them only from his adjusted gross income. However, if he elects to follow this 
procedure, he must, of course, forfeit his right to use the 10-percent optional 
standard deduction provided for by section 23 (aa). The all-too-frequent result 
is that his income-tax liability will be substantially larger than that of a self- 
employed taxpayer who has exactly the same gross income, business expenses, 
etc., and who, indeed, may even be engaged in exactly the same line of business, 
but who is entitled to receive the full benefit of both his business-expense deduc- 
tions and his optional standard deduction. 

While this discriminatory tax treatment is, as already indicated, accorded 
to all employed persons and should be corrected with respect to all such persons, 
we submit that nowhere else is its unfairness more obviously demonstrable than 
in cases involving ordinary commission life-insurance agents, among whom the 
distinction between those who are deemed to be independent contractors (as 
most generally are) and those who are deemed to be common-law employees may 
often turn upon relatively slight and subtle differences in the terms of their 
respective contracts of employment or in their relationships with the companies 
which they represent. To illustrate the anomalous and inequitable tax conse- 
quences that may follow in such situations, we shall use the hypothetical cases 
of three life-insurance agents, A, B, and C, all of whom are compensated solely 
by commissions and each of whom earned $10,000 gross in 1952. A has the status 
of an independent contractor under his contract of employment, whereas B and C 
are deemed to be employees of their respective companies. A and B spent part 
of their time traveling away from home on business, while C spent all his time 
working in the city of his residence. Each used his automobile in his business 
and had $500 of automobile expenses, of which A and B each incurred one-half, 
or $250, in connection with their business trips away from home. A and B each 
spent $300 for meals and lodging on their business trips away from home and 
$250 for entertaining prospects, while C spent $550 for the latter purpose. Each 
of the 3 spent $300 for deductible taxes, interest, charitable contributions, ete. 
Thus, all 3 had exactly the same aggregate amount of deductible expenditures, 
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namely, $1,350. Note, however, the differences in the respective net incomes of 
the 3, as follows: 





A | B | Cc 
ee . ettiacaeiti ie italiane iinet inane 
Gross income : $10, 000 | $10, 000 $10, 000 
Deductions from gross income | | 

Automobile expense . 500 | 250 | 0 
Meals and lodging away from home 300 300 | 0 
Entertainment : 250 0 | 0 
Adjusted gross income 8, 950 9, 450 10, 000 
Standard deduction_- 895 | 945 | 0 
Itemized deductions } 
Automobile expense... F 0 0 500 
Entertainment 0 0 550 
Interest, taxes, contributions, ete 0} 0 | 300 
Satie tecnsgliiaebinllill atten ae 
Net income........-.. aaereallie-ciliacetelll sain : 8,055 | 8, 505 8, 650 


For the purpose of removing this patently unfair income-tax discrimination 
against employed persons, therefore, we recommend to your committee that 
paragraph (1) of section 22 (n) be amended to read as follows: 

“(1) TRADE AND BUSINESS DEDUCTIONS.—The deductions allowed by section 23 
which are attributable to a trade or business carried on by the taxpayer, [if 
such trade or business does not consist] whether or not such trade or business 
consists of the performance of services by the taxpayer as an employee ;” 

If paragraph (1) should be amended as set forth above, then it would also 
seem to us that paragraphs (2) and (3) of the same section would necessarily 
have to be deleted. 

Respectfully submitted. 


THE NATIONAL ASSOCIATION OF LIFE UNDERWRITERS. 
By CarLyLte M. Dunaway, Counsel. 





STATEMENT OF LENNART E. ANDERSON, PusBLIC ACCOUNTANT, WILLMAR, MINN. 


That part of regulations section 29.23 (aa)—1 (d), added by T. D. 5965 which 
permits change of election to take or not to take the standard deduction, either 
before or after due date of return, should be included in code. 





STATEMENT BY ADDISON B. CLoHOSsEY, EsQ., ON BEHALF OF RESEARCH INSTITUTE 
or AMERICA, NEw YorK, N. Y. 


Clarification of the tax law to prohibit the Commissioner’s interpretation of 
travel expenses; that is, those items deductible from gross income before arriving 
at the adjusted gross income. The tax law is just vague enough to permit the 
department to eliminate automobile usage. 

Our point here is that in the field of medicine, as well as many others, the use 
of an automobile to produce income is as much an expense as “away from home 
travel” is to a traveling salesman. Consequently, with the Bureau’s present 
attitude in insisting that it be a deduction only if the standard deduction is not 
used, works a considerable hardship on many men of medicine. 

In our own instance, in our contract with employed men, that is, doctors and 
other key personnel, provides that they furnish their own automobile at their 
own expense, and we set a salary range that compensates for this. This arrange- 
ment has many advantages so that we are reluctant to change our method of 
handling in order for them to have a “before standard deduction” tax expense. 

We think it ridiculous that an agent can pass upon the reasonableness of a 
salary. An owner-president of a small corporation might have a $20,000 salary 
disallowed as excessive whereas several officers of a giant corporation can draw 
upward of $500,000 with no question whatever. The little fellow might be just 
about the entire working and directional and financial part of the small corpora- 
tion, putting in countless hours of work weekly, scanty or no vacations, and the 
business he’s directing is everything to him—but an agent determines that his 
salary is more than reasonable. The big corporate officer usually works a very 
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minimum number of hours weekly, usually has an elaborate vacation arrange- 
ment provided for him, has countless subordinates to assist in his work, very 
likely has a substantial pension provided for him and so on. As for their 
relative importance, the little fellow is possibly more vital to his organization 
than the one of many corporate officers is to his company. No Government 
bureau should ever be in a position to say arbitrarily that one man is worth this 
amount of money and another man that. 

Business expenses deductions should be allowed in arriving at adjusted gross 
income for business travel, entertainment, and expense as well as the standard 
deduction. Deduction for work clothing should be allowed only when the type 
of clothing is unusual or more expensive than ordinary work clothes. Uniforms 
take the place of regular work clothes and I see no reason why an allowance 
should be made for them. 

From 1939 through 1949, I was in the employ of a partnership and as their 
employee, I traveled out of town 3 or 4 days each week. At the end of the week, 
I was reimbursed for actual expenses (mainly meals for I rarely stayed over- 
night). In 1950, I went into business for myself. I’m making these same trips, 
ete., but the Department of Internal Revenue will not allow me to deduct such 
expenses (meals) unless I stay overnight. 


STATEMENT OF AMERICAN FEDERATION OF LABOR RE Topic 6, BusiNEss-EXPENSE 
DEDUCTIONS 


The American Federation of Labor urges that adequate funds to provide per- 
sonnel to do an effective job of checking and enforcing present laws governing 
allowable busines-expense deductions should be authorized. This is particularly 
necessary where allowances for deductions for traveling, entertainment, and 
advertising are concerned. There are widespread abuses of these provisions 
which are matters of common kuowledge to businessmen. 

Allowances for the cost of work clothes necessary for, and peculiar to, the 
performance of certain occupations appear necessary and equitable deductions. 





STATEMENT OF THE AMERICAN INSTITUTE OF ACCOUNTANTS, NEw York, N. Y., Re 
Topic 6, BUSINESS-EXPENSE DeEepUCTIONS From ApJgostTep Gross INCOME 


Section 23 of the Internal Revenue Code should be modified so that deductions 
from gross income will be divided into two separate and basic categories: 
namely, (1) those attributable to gainful activity and the production of income 
and (2) personal deductions. The optional standard deduction, amounting to 
10 percent of adjusted gross income but not more than $1,000, should be allowed 
only in lieu of personal deductions. 

Under the code, an individual is permitted to itemize his deductions for con- 
tributions, interest, taxes, etc., or to elect to take the optional standard deduc- 
tion in lieu thereof as a deduction from adjusted gross income. Gross income 
is first reduced by specified types of expenses incurred in a trade or business 
or in certain employment arrangements to arrive at adjusted gross income. 
Many disputes have arisen as to which deductions are allowable in addition 
to the optional standard deduction. A division of the deductions permitted by 
the code into two separate and distinct categories would be an improvement 
over the present arrangement. It recommends that these two categories should 
prescribe (1) all deductions attributable to gainful activity and the production 
of income and (2) personal deductions, such as contributions, interest, and 
taxes on the taxpayer's residence, and items of a similar nature. The optional 
standard deduction now permitted by law should be used by taxpayers only in 
lieu of their personal deductions. 





TEMPLE BetH-E1, 
Rockford, Ill., September 1, 1958. 
Hon. Leo ALLEN, 
House of Representatives, 
Washington, D. C. 

Dear Sir: I deeply appreciated the prompt reply to my letter of July 31, 
In order to aid you in understanding what I had in mind, I shall give you a brief 
résumé of this case. 
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On my 1946 tax return, the Department of Internal Revenue refused to allow 
certain deductions, which I shall explain later, and made an assessment which 
I paid under protest. The assessment was made without the usual and regular 
procedure of a hearing before such assessments are made. Subsequently, my 
returns of 1947 and 1948 were reexamined and certain deductions disallowed. 
These deductions of 1946, 1947, and 1948 form the basis of my letter to you. 

The Bureau has disallowed those deductions which I claim and which I con- 
sider necessary expenses in the carrying on of my profession. Specifically, it 
has disallowed the cost of entertainment. By “entertainment,” I mean the cost 
of an annual reception on the Jewish New Year for the entire congregation of 
my temple, dinners at my house for members of the board to discuss congrega- 
tional business and affairs, and any expenses I have incurred in having commit- 
tee meetings or other such functions at my home. The Bureau says these are 
“not ordinary or necessary” in the conduct of my business. 

I know of no rabbi or clergyman in the country who does not consider these 
expenses as necessary in the “conduct of his affairs.” A businessman ean take a 
prospect out to dinner or a nightclub and never get an order, yet his expenses for 
these are allowed. If I do this, the Bureau tells me “it does not produce an 
income” for me. 

The Bureau has disallowed me the cost of one room in my home for use as a 
study, which the Bureau says “is not necessary.”’ I maintain in my home a 
study, as every clergyman does. Not only do I write some of my sermons there 
after regular working hours, but I do my reading and studying there. As you 
realize, a clergyman is not limited to any specific hours. Furthermore, my home 
is used for conferences at all times by members of the congregation. The Bureau 
maintains that as long as the congregation has a study in the church proper, 
then the cost of the one room in my house for use as a study is not deductible. I 
must point out that Jewish congregations, as a rule, do not furnish a parish 
house and that the rabbi rents his own quarters, 

I have tried to point out to the Bureau that it is not convenient for a rabbi or 
minister to go back to the church property at midnight or whenever he feels like 
going to work in order to prepare his sermon for the next day or the next week. 

The Bureau has disallowed the cost and dues of civic luncheon clubs to which 
I belong as a necessary part of representing my people in the community, and 
which I consider functions important to my position, on the basis that these 
things are “not necessary.’ Lunchon or dinner expenses in connection with my 
work or meetings that I must attend were disallowed because the Bureau claims 
it is not necessary for me to do those things. 

These are three items, to which several other minor ones can be added, over 
which I have had a dispute with the Bureau. As I wrote you earlier, I believe 
that these allowances are arbitrary and discriminatory against clergymen. The 
kind of allowances I} claim are exceedingly necessary and proper in the conduct 
of a clergvman’s profession. 

The Bureau says there has been no ruling on this matter and therefore it goes 
according to the law. I fear that if the Bureau is allowed to make an assess- 
ment in my case, on these items especially, then it will have a precedent under 
which to disallow all other ministers their claims. 

Again I repeat, I know of no minister who does not take these deductions in 
addition to one deduction which I did not mention—80 percent of car expenses, 
which the Bureau has cut to 50 percent for me. 

I have spoken with the Right Reverend Monsignor McMillan, of Rockford, 
who has expressed amazement that I have been called up for these deductions, 
which he assumes are a matter of course. Dr. Joseph Cleveland of the Second 
Congregational Church of Rockford, to whom I have spoken about the matter, 
tells me that he has always followed the same kind of deductions. So has Rev. 
Jack Mendelsohn of Rockford. So has the president of the Central Conference 
of American Rabbis, who tells me he deducts 50 percent of the cost of his home. 
The Unitarian Ministers Association has written to its members giving them a 
list of allowable deductions which it urges.its members to take and which far 
exceeds the list I claim. 

This is not now a matter of money to be paid, though the sum is considerable 
tome. It will amount to close to $1,200. I found in conference in Chicago with 
one of the Bureau of Internal Revenue’s conferees on this matter that there is no 
way of talking about the principle of the thing. All they are interested in is 
the actual voucher and actual expense involved. I find myself completely 
stymied as I can find no one to discuss the principles involved in the management 
and running of a clergyman’s profession, and the necessary expenses involved 
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in it. It is unfortunate that the clergyman has had no voice in the setup of the 
Bureau's regulations and I find I have no one to talk to who will listen to my 
argument that these claims are a “necessary part” of a clergyman’s expenses. 

As I wrote to you earlier, this involves every clergyman in the country. 
Clergymen have not had the lobby in Washington to get the concessions that the 
businessman hus had. I say that the law toward clergymen is exceedingly 
unfair and completely discriminatory. Furthermore, I shall be unable to pay 
uny such assessment that the Bureau has made against me. I might be able to 
pay part of it. But most important, neither I nor any clergyman can afford to be 
be discriminated against, taxwise. 

If I can be of any further help or if I can express my views on taxes before any 
subcommittee, I shall be glad to do so. 

Thank you for your patience. 

Sincerely yours, 
Rabbi Saut B. APPELBAUM. 


(The following is a resolution adopted by the Council of State 
Chambers of Commerce with regard to item 6:) 


INCOME SPLITTING AND Heap-oF-HovusEHOLD PROVISION 


The Federal Finance Committee of the Council of State Chambers of Com- 
merce heartily approves the income-splitting provisions of the Internal Revenue 
Code as a final solution of the problem of equalizing the taxation of married 
couples in all States. 

The committee likewise approves in principle the provisions respecting the 
heads of households. 

The Georgia State Chamber of Commerce endorses the above resolution of 
the Council of State Chambers of Commerce, with the additional recommenda- 
tion that the benefit of the head-of-household provisions should not depend upon 
the actual residence together of the head-of-household and his relative or 
dependent. 


TOPIC 7—ALIMONY AND SEPARATE MAINTENANCE AND SUPPORT 
PAYMENTS 


(There were no requests for personal appearances on this topic. 
The following material was submitted for the record on topic 7 :) 


STATEMENT ON BEHALF OF THE AMERICAN Bar ASSOCIATION Re Topic 7, ALIMONY 
ANp SEPARATE MAINTENANCE AND Support PAYMENTS 


Inasmuch as a representative of the American Bar Association will not appear 
in person on the above topic it is requested that this statement be received and 
filed. 

Under sections 23 (k) and 171 (a) of the code, amounts paid in accordance 
with the terms of a separation agreement between husband and wife, where they 
are not legally divorced or separated under court decree, are not deductible by 
the husband or taxable to the wife. With the privilege of splitting income 
introduced by the Revenue Act of 1948, which is open to all married couples not 
separated under a court decree, it is believed that where separate returns are 
filed, amounts paid under written separation agreements should be deductible 
by the husband and tasable to the wife, even though they are not legally separated 
under court decree. The proposed amendment is to that effect, although it 
should be noted that the husband and wife who are thus separated may, at 
their option, file a joint return, in which event the recommended change would 
become inapplicable. 

A provision to make this recommendation effective was contained in the Reed- 
Camp bill, as follows: 

“Sec. 110. ALIMony PArp UNDER SEPARATION AGREEMENTS, 

“(a) The first sentence of section 22 (k) (relating to alimony, etc., income) 
is hereby amended to read as follows: 

“*(k) ALIMONY, ETC., INCOME—In the case of a wife who is divorced or 
legally separated from her husband under a decree of divorce or of separate 
maintenance, or who is separated from her husband pursuant to a written separa- 
tion agreement, periodic payments (whether or not made at regular intervals) 
received subsequent to such decree or to the effective date of the written separation 
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agreement in discharge of, or attributable to property transferred (in trust or 
otherwise) in discharge of, a legal obligation which, because of the marital or fam- 
ily relationship, is imposed upon or incurred by a husband under a decree of di- 
vorce or of separate maintenance or under a written instrument incident to such 
divorce or separation or under the written separation agreement, shall be 
includible in the gross income of such wife, and such amounts received as are 
attributable to property so transferred shall not be includible in the gross income 
of such husband.’ 

“(b) Section 171 (a) (relating to income of an estate or trust in case of 
divorce, ete.) is hereby amended to read as follows: 

“*(a) INCLUSION IN GROSS INCOME.—There shall be included in the gross 
income of a wife who is divorced or legally separated under a decree of divorce 
or of separate maintenance or who is separated from her husband pursuant to 
a written separation agreement the amount of the income of any trust which 
such wife is entitled to receive and which, except for the provisions of this sec- 
tion, would be includible in the gross income of her husband, and such amount 
shall not, despite section 166, section 167, or any other provision of this chapter, 
be includible in the gross income of such husband. This subsection shall not 
apply to that part of any such income of the trust which the terms of the decree, 
separation agreement, or trust instrument fix, in terms of an amount of money 
or a portion of such income, as a sum which is payable for the support of minor 
children of such husband. In case such income is less than the amount specified 
in the decree, separation agreement, or instrument for the purpose of applying 
the preceding sentence, such income, to the extent of such sum payable for such 
support, shall be considered a payment for such support.’ 

“(ce) The amendments made by this section shall not apply to payments made 
pursuant to agreements entered into prior to the date of enactment of this act.” 

Respectfully submitted. 

THoMAS N. TARLEAU, 
Chairman, Section of Tavation, American Bar Association. 


STATEMENT BY ELLSworTH C. ALVORD, WASHINGTON, D., C., Re Topic 7, ALIMONY 
AND SEPARATE MAINTENANCE AND SUPPORT PAYMENTS 


Section 22 (k) of the Internal Revenue Code provides that periodic alimony 
or separate maintenance payments shall be included in the gross income of the 
wife and excluded from the gross income of the husband if paid in discharge of 
a legal obligation under a divorce decree or under a written instrument “incident 
to” the divorce or separation. The phrase “incident to” has created a tremen- 
dous amount of confusion, and this confusion appears to be increasing rather 
than abating as more and more court decisions are rendered on the issue. In 
fact, there is no reason why it should matter whether the written agreement is 
“incident to” the divorce or separation as long as there is a divorce or legal 
separation, there is a written instrument which creates a legal obligation, and 
such legal obligation arises from the marital or family relationship. 


RECOMMENDATION 


As to instruments executed in the future, strike out the “incident to” test in 
section 22 (k) of the Internal Revenue Code. 





STATEMENT BY Paut D. Secuers, EsQ., CHAIRMAN, FrepERAL Tax LEGISLATIVE 
COMMITTEE OF THE FEDERAL Tax Forum, INc., oF NEw YORK CIty, RE Topic 7, 
ALIMONY 


Payments for support paid under a separation agreement should be taxable 
and deductible as alimony even in the absence of a court decree, where the parties 
do not file a joint return. : 

Under sections 22 (k) and 23 (u) of the code, payments for support of a wife 
under a separation agreement are not deductible as alimony unless the husband 
and wife are legally divorced or separated under a court decree. In many 
instances, the wife’s animosity, or her unwillingness to assume the liability 
attached to the signing of a joint return, deprives the husband of the split-income 
benefit derivable from the filing of a joint return and, where there is no court 
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decree, he is at the same time denied the benefit of the deduction of such pay- 
ments. The husband should not lose the benefit of both privileges. 

The forum proposes that section 22 (k) of the code be amended so as to provide 
that where a husband and wife are separated, payments for the support of the 
wife made under a separation agreement, although not pursuant to a court decree, 
should be deductible as alimony by the husband and includible in the income of 
the wife, provided that they do not file a joint return. 





STATEMENT OF AMERICAN FEDERATION OF LABOR RE Topic 7, ALIMONY AND SEPARATE 
MAINTENANCE PAYMENTS 


Present tax provisions appear to be equitable, although the American Federa- 
tion of Labor would be prepared to support any amendment designed to correct 
demonstrated and evident inequities in the present law. 


(The following is a resolution adopted by the Council of State 
Chambers of Commerce with regard to item 7:) 


AVERAGING OF INCOME 


The Federal finance committee of the Council of State Chambers of Commerce 
commends the Committee on Ways and Means for undertaking a study of 
possible modification of section 107 of the Internal Revenue Code to provide a 
method of averaging of individual incomes not now provided for by that section. 
The optional averaging of individual incomes has much to commend it as a 
measure of tax equity. While the administrative and compliance complications 
are discouraging it is hoped that the Congress may find ways to overcome them 
through amendments of section 107 or otherwise. 


Los ANGELES CHAMBER OF (COMMERCE, 
OFFICE OF THE PRESIDENT, 
September 16, 1958. 
Hon. DANreL A. REED, 
Chairman, House Ways and Means Committee, 
House Office Building, Washington 25, D. OC. 

Dear Str: On behalf of the Los Angeles Chamber of Commerce, I wish to 
submit for the consideration of your committee, the attached list of recommenda- 
tions for changes in the Federal tax laws. These are intentionally confined to 
subjects for which your committee has specific ally requested suggestions. 

The recommendations received the unanimous approval of our board of direc- 
tors having been developed first by our Federal affairs committee after careful 
study and a canvass of a representative group of our members. 

I hope you will make these recommendations a part of the hearing record and 
that your committee will give them consideration in your deliberations of the 
tax question, 

Sincerely, 
R. M. HAGEN, President. 


ALIMONY AND SEPARATE MAINTENANCE AND Support PAYMENTS 


That, in cases in which a joint return is not filed, the provisions allowing 
the husband a deduction for alimony payments and taxing such payments to 
the wife be extended to a husband and wife who are not legally divorced or 
separated under a court decree but who are living apart pursuant to a written 
separation agreement. 


TOPIC 8—INCOME-SPLITTING AND HEAD-OF-HOUSEHOLD PROVISIONS 


Mr. Simpson (presiding). The next witness is Mr. Joseph A. 
Selater, certified public accountant, Philadelphia, Pa., who will 

peak on “Topic 8—Income-splitting and head-of- household provi- 
i. * 

Mr. Schafer, we are glad to have you before the committee. Will 
you give your name and the capacity in which you appear? 
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STATEMENT OF JOSEPH A. SCHAFER, CERTIFIED PUBLIC 
ACCOUNTANT, PHILADELPHIA, PA. 


Mr. Scuarer. I am Joseph A. Schafer, of Philadelphia, a certified 
public accountant. A 

Mr. Chairman, I am very happy to be here this morning to speak 
on the subject of income splitting and the unequal tax benefits which 
result as the income of individuals, married couples, is split. I might 
point out that the income splitting was occasioned by the fact that 
previously in the community property States the taxpayers there 
had the benefit of splitting their mcome on a community property 
basis so that in 1948 that was extended to the whole country by means 
of this income-splitting provision, amended by the Revenue Act of 
1948. 

Now what happened there was that certain individuals did not get 
the benefit of income splitting. They were the ones in the low-income 
groups. For instance, if you would look at the tax tables you would 
find that a married couple filing a joint return receives no benefit what- 
soever if their income is below $3,600. If they had 3 exemptions 
they would receive no benefit; that is, if their income was up to 
$4,250. Then on the other hand, married couples with 4 to 7 exémp- 
tions, they receive no benefit whatsoever all the way up to the $5,000 
bracket on the tax table. 

So there you see that these couples missed out on the benefits of 
income splitting. So the question is why should that be, particu- 
larly why should a couple with 4 to 7 exemptions not receive any 
benefit of income splitting and why should couples with three exemp- 
tions receive less benefits than couples that had two exemptions. 

It seems to me that it should be reversed, the low-income groups 
should get a better benefit than the high-income groups and those 
with more exemptions should get a better benefit than those with 
less exemptions, 

Mr. Curtis of Nebraska. May I ask a question ? 

The Cuarrman. Mr. Curtis of Nebraska. 

Mr. Curtis of Nebraska. The reason is because the tax rates in the 
lower brackets do not rise as abruptly as they do after they reach 
$5,000, is that not correct ? 

Mr. Scuarer. That isso. For instance, in the lowest income brack- 
et if the rate is 22.2 percent, if you have no more than that figure 
you can split it twice or 3 or 4 times and it makes no difference, you 
still are subject to the lowest tax rate. 

Mr. Curtis of Nebraska. That is right. 

Mr. Scuarer. So you do not lower yourself any further than the 
lowest. bracket, which is the 22.2-percent rate. That is where the 
unfairness comes into these small income groups. 

Now then, that same inequity was carried over to the head of the 
household when that was amended in 1951. Now at that time I pro- 
tested the provisions that were in that amendment at the Senate Fi- 
nance Committee hearings, and later I tried to get an amendment 
put through on the floor of the Senate, but I failed in that respect. 

So now we have it for consideration at this current time. Now as 
far as the head-of-household provisions go, you have the same situa- 
tion where the head of household, where he is entitled to 2 benefits 
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also receives no benefit if the income is up to $3,650, and for 3 exemp- 
tions there is no benefit if his income is up to $4,250. 

For the head of the household with 4 to 7 exemptions, likewise there 
is no benefit with income all the way up to $5,000 as shown on the tax 
tables. So you have the same unfair treatment which you have in 
the case of just-married couples, and it seems to me that that is very 
questionable and should not be the case. 

Now I want to make a comparison as to what these benefits are that 
married couples receive and also the head of the household. As I 
said, those in the low-income groups receive nothing so that I have 
an example where adjusted income is $2,412; that is, an average of, 
say, $200 or approximately that per month income, there is zero benefit. 

Now when you get up to about $5,000 approximately, the benefit 
to a married couple i is 4 percent. In other words, they get a reduction 
based on the single tax, a reduction of 4 percent. “Then when you 
jump up to $ $25,000, here is where you have a glaring inequity. The 
reduction for a married couple j jumps up to 27.6 percent of the single 
tax ; that is, a single person’s tax. 

Now that r rally does look way out of proportion. Why should a 
married couple up in the $25,000 income bracket have a cut of 27.6 
percent where a person down at the bottom, $2,400, receives not one 
dollar because of this incoming arrangement ¢ 

Mr. Byrnes. What is the effective rate that the person with $25,000 
with split income is paying, however? What is the effective rate that 
he is paying as compared to the person with the $3,000? 

Mr. Scmarer. Well, the tax, I have that here, that is close to $6,500 
on a $25,000 adjusted gross income. 

Mr. Byrnes. You do not have, though, the effective rate that he is 
paying? 

Mr. Scuarer. I do not have the rates before me right now. 

Mr. Byrnes. He is still paying a higher rate, though, is he not, on 
his net income? 

Mr. Scuarer. Yes. 

Mr. Byrnes. Considerably higher ? 

Mr. Scuarer. That is right. That is on the basis that the higher 
the income, the higher the rate should be. Of course, you see my 
comparison is with the tax that the single group pays compared to 
what the reduction is if the person were a married man. So that the 
comparison is between the two taxes, the tax of a single person in all 
the brackets and the tax of a married couple in all of the brackets. 
That is the comparison, the basis. 

I do not think that was ever intended that we should have such a 
reduction, which of course is different in the various brackets. 

Mr. Byrnes. Excuse me, but even if we did not have income split- 
ting in the Federal act, would you not still have that discrimination 
as between States that are common-law States and community-prop- 
erty States? Is that not really how we happened to get into income 

tax-splitting provisions ¢ You are from P ennsylvania 4 

Mr. Scuarer. That is right. 

Mr. Byrnes. Was not your State of Pennsylvania in considerable 
difficulty in trying to adjust its tax laws so as to afford its citizens the 

same protection or the same privileges as the citizens of, say, Calli- 
fornia that were under community property? 


37746—53—pt. 1-16 
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Mr. Scuarer. That is right. Originally there were eight States 
out in the Southwest and the Western section which had the com- 
munity-property provisions. Then at a later date, around the 1950's 
you might say, or I suppose around 1948, at that time, several other 
States tried the same thing, and they put in community-property laws, 

Pennsylvania tried the same thing, but it was declared unconsti- 
tutional, so it was thrown out entirely. Of course, this amendment 
came along in 1948 and saved the situation and made it uniform in 
all the States in the country, and of course that was the result of 
splitting your income so that you had the same benefits because the 
income was considered to be owned as coowners, both were entitled. 

Mr. Curtis of Nebraska. May I ask a question ? 

The CHarrman. Yes. 

Mr. Curtis of Nebraska. Has any research been done on the fact 
as to whether or not between husband and wife there actually is a 
splitting of income? Is it not true that two people own the income 
and that a single man drawing the same salary, he owns it all? I 
am not talking about the legal sense, I am talking about the practical 
sense. 

Mr. Scuarer. Well, I think, Congressman, you are speaking about 
the philosophical view. 

Mr. Curtis of Nebraska. No, I am talking about who owns the auto- 
mobiles, who buys the stock, who owns the title to the home they are 
paying for. My contention is that the wife is getting half of that 
income regardless of any technicalities as to who owns it. 

Mr. Scuarer. That I believe might be debatable. I think it would 
be very desirable and a very happy situation if all wives could claim 
50 percent of, say the husband’s income, but I think in practice there 
might be a lot of difficulty. 

Mr. Mason. Most wives claim more than 50 percent. 

Mr. Curtis of Nebraska. Various advertising surveys and con- 
sumers’ guides and so on point out the fact that the women are the 
purchasers. Now if a married man has a net income of $10,000 and 
he divides it so two people have a $5,000 income in truth and in fact, 
or if it averages out that way, you have a different situation than 
if a man makes $10,000 and divides it with no one? 

Mr. Scuarer. Well, I really believe that as a practical matter the 
income of a family group should be split between husband and wife 
all during their married life, and I think it is a matter of principle 
that that should be, but I believe there are situations where that is 
not always the case. However, for income tax purposes there is no 
question asked whether the wife gets the benefit of 50 percent of the 
income; it is taken for granted that they are a married couple and 
for tax purposes it is split 50-50. 

And of course naturally that brings them down into a lower rate. 

Now then, to remedy this situation I am recommending that a special 
personal exemption of $300 be allowed to heads of households in all 
categories and to married couples whose adjusted gross income is less 
tan $5,000; that is, all heads of households right up .the line, but 
married couples only up to $5,000 because after that they naturally 
get the benefit of splitting and fall into lower tax rates. 

The effect of that would be to give these families a benefit of about 
$67 a year tax reduction, whereas now they receive nothing at all. 
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I have computed some percentages on that basis, allowing a $300 
personal exemption which would bring the low-income taxpayer, that 
is in the low income-tax bracket, a figure of $2,400, which I have used 
so that. the benefit to a married person and also to a head of a household 
would be 31 percent off the single-tax basis, single-person’s tax. 

Now, that is slightly more than the highest of 27.6, which is now 
given in the $25,000 group. However, I figured out that the excess 
allowance to that low group would be only $7 a year excess, which they 
would get as a benefit by having 31 percent instead of the $27, 6 per- 
cent, which is now the highest rate allowed as a reduction. 

Mr. Hotmes. May I interrupt? 

The CHamman. Mr. Holmes. 

Mr. Hotmes. Do you make up in other brackets in your explana- 

tion here what you have taken off the lower brackets? 

Mr. Scuarer. No; there is no increase in any of the higher brackets ; 
that remains the same. There is only a benefit to those who fail to 
get any benefit now or very little benefit from income splitting. 

Mr. Hotmers. There would have to be some makeup in the total 
revenue setup or else you would throw your gross return of revenue 
out of balance. 

Mr. Scuarer. That may be a problem; but when we get into the 
question of inequities and injustices, I do not think there is any rea- 
son why those conditions should remain uncorrected. The revenue 
should have to be made up in some other manner. 

Mr. Hotmes. That is why I was asking you if you were making 
any suggestions for make up, because, as you know, about 56 percent 
of the total individual income-tax return of the Nation is at $5,000 
and under because of volume. 

Mr. Scuarer. That is right. But I think first things should come 
first; and if there is any injustice, that certainly has first call on any 
change. If additional revenue is needed, that should have to be made 
up in some other manner. 

Mr. Hotmes. I am not unsympathetic to the idea you express here; 
I am questioning how you are going to offset it. 

Mr. Scuarer. Well, I will make a later suggestion after I dispose 
of this question. 

Mr. Mason. May I ask a question ? 

The Cuarrman. Is Mr. Holmes through? 

Mr. Houmes. Yes. 

The Cuarrman. Mr. Mason. 

Mr. Mason. Would it not be more simple to just simply increase 
the exemptions from $600 to $700 and thereby wipe out this inequity 
that you are talking about, because the man in the low brackets is 
the man with the 2. 3, 4 children; and, of course, if you would just 
simply treat everybody alike and not make a special arrangement for 
the head of the family or the head of the household, that would be 
much more easily administered and would bring about the same result ? 

Mr. Scuarer. Well, Congressman, I cannot agree to solving this 
problem by increasing the exemptions $100, which you stated. 

Mr. Mason. The man in the upper bracket, $25,000 or $50,000, the 
$100 exemption does not mean anything to him; but the man down 
below $3,000 it means a tremendous amount. 

Mr. Scuarer. The point is this: As I explained before, in the low 
groups there is very little benefit that results. Now, if you take a 
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married couple that has income of approximately $5,000, say, right 


before you get to $5,000, the benefit there is $30. 

Mr. Mason. It is practically nil there and below. 

Mr. Scuarer. Now another $100 exemption would not change that 
very much, you see. As a matter of fact, when you get into the low 
bracket you have to consider rates. 

Mr. Mason. $100 exemption for the man in the low bracket, $3,000, 
$4,000, $5,000 means a $300 or $400 or $500 savings for him because 
of the 3, 4, or 5 dependents he has. That takes care of the inequity 
that this split income gives to the upper brackets and does not give 
any advantage down here. 

Now you increase the exemption and that gives the advantage 
down here but practically no advantage up there. 

Mr. Scuarer. No, Congresman, I cannot agree to that because if 
you have a $100 additional exemption, that is $50 benefit to that 50 
percent rate person. On the other hand, if you are down at a 20 per- 
cent rate on $100 additional exemption, you only have $20 benefit. 

I would like to explain that when you are down in the low rates 
you will get very little benefit now, perhaps $1 or perhaps $2 reduce- 
tion in the very low brackets and another $100 exemption will not 
increase that materially, but the same injustice will be the case be- 
cause up in the high groups they will get every bit of the benefit that 
they get now, and you will still have that considerably out of pro- 
portion benefit between groups. 

Mr. Mason. When we raised the exemption from $500 to $600 we 
cut about 6 million people off the tax rolls, and now if we raise it 
from $600 to $700 we would cut at least 6 or 7 million people that are 
now paying taxes off the tax rolls entirely. 

Mr. Scuarer. Well, what you might do is where I pointed out that 
there was no tax benefit for a married couple with less than $3,600, 
maybe then that would be raised to $3,700. So you still do not have 
a benefit down in that low group. 

Mr. Curtis of Nebraska. May I ask a question? How much tax 
would the $3,000 man pay now if he has 2 deductions and the stand- 
ard deduction ¢ 

Mr. Scuarer. May I look that up? 

The CuarrMan. How much more do you have? We have another 
witness before we adjourn at a quarter of 12. 

Mr. Scuarer. I had expected only 10 minutes, but as a result of 
the extra explanations it has taken longer. 

The Cuatrman. If you can expedite it, I would appreciate it. 

Mr. Curtis of Nebraska. It would be about $60? 

Mr. Scuarer. A married couple that has $4,000? 

Mr. Curtis of Nebraska. $3,000 and 3 children, a family of 4. 

Mr. Scuarer. Four exemptions? 

Mr. Curtis of Nebraska. With the standard deduction. 

Mr. Scuarer. It looks like approximately $60, say. 

Mr. Curtis of Nebraska. $60; that is what I figured. Suppose 


you raise that personal exemption to $700, what will that be? You 
do not have your tables there, but it would be the same as if you fig- 
ured at $2,600. 

Mr. Scuarer. If he added only $100 exemption ? 

Mr. Curtis of Nebraska. For each of the four. 
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Mr. Scwarer. That should take it down around $2,600, which 
would be zero. 

Mr. Curtis of Nebraska. Yes. 

Mr. Scuarer. That is right, for four. 

Mr. Curtis of Nebraska. In other words, in that level raising the 
exemptions $100 would give 100 percent tax relief ? 

Mr. Scuarer. In that particular group that is right. 

Mr. Curtis of Nebraska. Yes. 

Mr. Scuarer. Now if there is only a man and wife at $2,600 they 
would still pay $250 some, so it would be unfair as to them. That is 
what I want to point out, that additional exemptions will not benefit 
the lowest income group because you will always have those down 
at the bottom rate which pay that rate no matter how many times 
you split it and the people in the higher brackets always get their 
benefits. 

As to the question of making up the income, I would offer this 
recommendation. I do not know whether it would be favorably con- 
sidered and that is to have a uniform reduction for married couples. 
I have said that the fixed percentage might be 10 percent. In other 
words, right down the line every married couple, every head of the 
household, receives a 10 percent reduction based on the single person’s 
tax. That I believe would be much more equitable than one person 
getting zero and another person 4 percent reduction and another per- 
son 27 percent reduction. 

I cannot see why every one of these families should not have a 
like benefit. If you wish to recover any additional revenue, this would 
do it because then, instead of a 27-percent reduction in these high 
brackets, you would allow only a 10-percent reduction. It would ‘be 
equitable in every group, and it would eliminate these percentages 
which are so out of proportion. 

I want to say at this time that I definitely believe the head of the 
household should be given the same tax benefit that a married person 
is entitled to because they have the same conditions. It is the same 
where there is a widow and a child or 2 elderly sisters or a widow and 
her son, for instance, you have the same situation with 2 people, and 
it is no different than a married couple composed of man and wife, 
and they have the same difficulties, and I certainly believe that they 
should have the same treatment as to the benefits of any splitting of 
income. 

The CHarrmMAn. I wonder if you would be willing to insert the 
rest of your statement in the record ? 

Mr. Scrarrr. Yes, sir. I have covered the situation fairly well. 
The only thing I did not cover was the question of expanding the tax 
tables, which will be in the record. 

The CHamrman. Thank you very much. Your statement will be 
made a part of the record. 

(The statement referred to follows:) 


STATEMENT SUBMITTED BY JOSEPH A. SCHAFER, CERTIFIED PUBLIC ACCOUNTANT, 
PHILADELPHIA, PA., Re Unequat TAx Brnerits 1x INcOME SPLITTING 


Prior to the amendment by the Revenue Act of 1948 of section 12 (d) of the 
Internal Revenue Code, only married couples in community-property States were 
permitted to divide their combined income when computing their Federal in- 
come tax. The theory of community property is that the property and income 
of husband and wife are vested in and possessed by them in equal shares as co- 
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owners. Therefore their income could be divided between them as separate tax- 
payers for income-tax purposes. The effect was reduced tax liability for married 
couples in community-property States, since lower surtax rates applied to their 
split income. 

The amendment in 1948 placed married couples in all States on an equal basis 
in the splitting of income and computation of tax. However, a gross inequity 
remained because of the fact that no benefit accrued to married couples whose 
income was subject to the lowest tax rate. So while married couples in the 
high-income groups received substantial benefits by splitting their total income 
on a joint return, no benefit whatever was received by married couples in the 
lower income groups. 


INEQUITIES 


The 19538 tax table for incomes under $5,000 shows the following inequities : 

A married couple filing a joint return receives no benefit if their adjusted gross 
income is less than $3,600. If their income is between $3,600 and $5,000 the 
benefits range from $1 to $30. 

For three exemptions a married couple receives no benefit if their adjusted 
zross income is less than $4,250. If their income is between $4,250 and $5,000 
the benefits range from $1 to $17. 

Married couples having 4 to 7 exemptions receive no benefit if their adjusted 
gross income is less than $5,000. 

It must be asked: Why should married couplies with 4 to 7 exemptions not re- 
ceive the benefit of income splitting? Why should married couples with 3 ex- 
emptions receive less benefit than married couples with 2 exemptions? Why 
should married couples with less than $3,600 income not receive the benefit of 
income splitting? 

It would seem that married couples in the lower income groups should receive 
greater benefits than those in the higher income groups; and those with more 
dependents should receive greater benefits than those with fewer dependents. 


HEAD OF HOUSEHOLD BENEFITS 


Another amendment by the Revenue Act of 1951 gave relief to other families, 
so that a head of a household was allowed about 50 percent of the benefit 
granted to married couples who split their incomes. But since the special 
surtax rates for heads of households were based on the surtax rates for married 
couples, the same inequitable results pointed out in the case of married couples 
applied to heads of households. 

The 1953 tax table shows the following inequities in the case of heads of 
households : 

A head of the household entitled to two exemptions receives no benefit if his 
adjusted gross income is less than $3,650. If his income is between $3,650 and 
$5,000 the benefits range from $1 to $15. 

For three exemptions a head of the household receives no benefit if his 
adjusted gross income is less than $4,250. If his income is between $4,250 and 
$5,000 the benefits range from $1 to $8. 

Heads of households having 4 to 7 exemptions receive no benefit if their 
adjusted gross income is less than $5,000. 

Here again certain families are treated unfairly in the granting of benefits, 
because those with 3 exemptions receive less than those with 2 exemptions, 
those with 4 to 7 exemptions receive no benefit, and those with 2 exemptions 
having less than $3,650 income likewise receive no benefit. 

As in the case of married couples it would seem that heads of households in 
the lower income groups should receive greater benefits than those in the higher 
income groups; and those with more dependents should receive greater benefits 
than those with fewer dependents. 


TAX COMPARISONS 


The following summary shows the comparison of 1953 tax for selected income 
amounts in the case of a single person with a dependent (2 exemptions), a head 
of a household with a dependent (2 exemptions), and a married couple filing a 
joint return (2 exemptions); also shown is the benefit received and the per- 
centage of benefit based on a single person’s tax. For the purpose of this illus- 
tration tax is computed on the balance of income after allowing 2 exemptions 
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and a flat 10-percent deduction from adjusted gross income for contributions, 
interest, taxes, losses, medical expenses, and miscellaneous deductions. 





Head of household ! Married couple 

Adjusted gross income —_ - a " Ms 

tax | Tax Benefit | Percent lax Benefit | Percent 
——__——-|—— sth ikea ribs week Saache 

2,412 a $216 $216 $216 
Serer 163.438. set 470 | 469 $1 0.2 468 $2 0.4 
$4,975. _...... : 758 743 15 2.0 | 728 30 4.0 
$12,000 2,804] 2,576 228 8.1 2, 336 468 16.7 
$25,000... .- paetis 8, 922 | 7, 688 | 1, 234 13.8 6, 458 2, 464 27.6 
$50,000. _.._-. ike | 24,272) 21,420 2, 852 11.7 18, 588 5, 684 | 23.4 
SE EE 60,396 | 54, 964 5, 432 9.0] 49,432] 10,964 | 18.1 


41 With 1 dependent. 


Could it ever have been intended that a married couple in the lowest income 
group illustrated should not be entitled to even $1 benefit while the married 
couple in the $25,000 income group is entitled to a special reduction in tax of 
$27.6 percent? It certainly would be a most profitable tax saving to be married 
in that income bracket. 

And for a head of the household with $2,412 income not $1 benefit is granted, 
while a reduction in tax of 13.8 percent is granted to the head of the household 


in the $25,000 bracket. 
BECOM MENDATION 


In order to correct such inequalities and injustices, and to alleviate the burden 
on larger families, the tax benefits derived from the split-income provisions 
should be extended so as to be fair to all groups. To grant substantial benefits 
to taxpayers in the high-income brackets at the same time similar benefits are 
denied low-income families is unfair and discriminatory. 

It is, therefore, recommended that a special personal exemption of $300 be 
allowed to heads of households in all categories, and to married couples whose 
adjusted gross income is less than $5,000. 

The effect of that additional allowance would be to give a tax reduction of 
about $67 to all families with less than $5,000 income, and somewhat greater 
reductions for heads of households in the higher income groups. In the case 
of married couples the extra benefit would be limited to those with less than 
$5,000 income. 

On the basis of the proposed special personal exemption of $300, with all other 
factors as stated in the preceding illustration, the 1953 tax, the benefit received, 
and the percentage of benefit based on a single person’s tax are summarized as 
follows: 


| Single Head of household ! Married couple 
Adjusted gross income \ Pee SSS wT So j 

|} tax Tax | Benefit | Percent Tax | Benefit | Percent 
SEs y agabonpnetocks $216 $67 | 31.0 ? $149 $67 | 31.0 
OP ONGi) Ui css isl et eT 470 | 69 | 14.6 2401 | 69 | 14.6 
$4,075_...... ; 758 85 11.2 97 12.8 
ES eleaeleenieletapa aps 2, 804 330 | 11.8 468 16.7 
25,000 $43G<0 bhwece &, 922 1, 390 15.6 2, 404 27.6 
GG. bdo nc cdabsdidii- bibsed 24, 272 | 3, 050 | 12.6 5, 684 23.4 
EL 2 san ~05664h> Seca 60, 396 5, 669 9.4 10, 964 18.1 





1 With 1 dependent. ‘ 
2 $300 special exemption for married couples limited to incomes under $5,000 


In the lowest income bracket the reduction in tax for a head of the house- 
hold and a married couple now becomes 31 percent instead of 30 percent, or 
slightly more than the percentage reduction of 27.6 percent in the $25,000 
group. Applying 27.6 percent to the first bracket tax figure ($216), the reduc- 
tion would amount to $60 instead of $67, so that the excess benetit for the lowest 
income group is only $7 on a comparable basis. 

The other groups below $5,000 income are brought up to a better position 
in the granting of split-income benefits, and a slight improvement is made for 
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heads of households above $5,000 income. Closer reduction percentages (9.4 
percent to 18.1 percent) are shown for all groups except the lowest income 
groups (31 percent) and married couples in the $25,000 (27.6 percent) and 
$50,000 (23.4 percent) income groups. 


UNIFORM REDUCTION 


If it is considered that the above reduction percentages for heads of house- 
holds and married couples in the different income groups vary too much, ranging 
from a low of 9.4 percent to a high of 27.6 percent and 31 percent, an entirely 
new approach might be tried in the matter of granting tax benefits to families 
in relation to the tax liability of single persons. 

In that event it is recommended that a fixed percentage of 10 percent be 
allowed as a reduction of tax to all heads of households and all married couples 
from the lowest income group to the highest. It would seem that no fairer 
method could be found than to grant every family equal benefit by a 10-percent 
reduction from the tax of a single person. That method also would simplify 
the surtax rate structure, because one set of rates would then suffice, the tax 
liability for families being 10 percent less in every category. 

At this point it might be well to consider the extent of the extra tax burden 
that must be borne by a single person who cannot qualify as a head of the 
household or as a married person and thus is deprived of the tax reductions 
granted those groups. In relation to a single person’s tax liability, reductions 
of more than 20 percent for certain married couples are out of proportion to 
what might be considered a fair allowance to the fortunate groups. 

The following comparison shows the effect of granting a uniform 10-percent 
benefit to heads of households and married couples, based on the tax of a 
single person, the factors stated in the first illustration applying in the compu- 
tation of tax. 


Single Head of household ! Married couple 
Adjusted gross income CUES | fer ptt perenne: opp 
mee’ 1 tae Benefit | Percent Tax Benefit | Percent 
$2,412 _ $216 $194 $22 | 10 $194 $22 10 
$3.675__- 470 423 47 | 10 | 423 | 47 | 10 
ee ae 758 | 682 76 10 | 682 | 76 | 10 
SS baie ati alg. akin as 2, 804 2, 524 280 10 2, 524 280 10 
no. ae ee 8,922 8, 030 892 10 8,036 | 892 | 10 
$50,000.................--.-..-.| 24,2973] 21,845] 2427] 10} 21,845] 2,427 | 10 
$100,000 __.__. le oe ee 60, 396 | 54, 356 | 6, 040 | 10 | 54, 356 | 6, 040 10 
i | | 





1 With 1 dependent. 
EQUAL STATUS OF FAMILIES 


The uniform allowance of 10 percent raises the question of whether the head 
of a household should have the same percentage reduction that is granted a 
married couple instead of only 50 percent of the latter group’s benefit. Why 
should a family consisting of a widow and child receive less tax benefit than 
a family consisting of husband and wife? In both cases the family consits of two 
persons, but it would seem that the widow who maintains her household has a 
greater burden than a husband and wife team. 

The contention that a head of the household does not share the family income 
to the same extent as a married couple has no bearing on the matter. It seems 
unlikely, especially in the low-income groups, that a widow with a child has 
any income or savings to share after maintaining the household and paying tax. 
Furthermore, a household consisting of two grown persons such as a son main- 
taining a home with his mother, or two sisters who maintain a home together, 
compares equally with the household of a married couple, and there does not 
seem to be any logical reason for treating the families differently for tax 
purposes. 

It must be concluded, therefore, that the same tax benefit should be given to 
the head of the household as is now granted to married couples. That would 
conform to the earlier practice of allowing persona] exemptions to the head of 
a family, whether a husband and wife or a father and his children. The equal 
status of a married couple and a head of the household is also recognized for 
income-tax purposes by New York State. 
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EXPANDED TAX TARLES 


While the preceding sections deal with gross inequities between taxpayer 
groups, there also exists a minor discrepancy in the case of taxpayers who use 
the tax tables for incomes up to $5,000. The amounts are stated in $25 blocks 
of income from $1 up to $3,000, and $50 blocks of income from $3,000 up to 
$5,000, but the tax is based on the midpoint in each block. 

Tor example, in the bracket $4,950 to $5,000, the tax of $906 for a single 
person (one exemption) is based on adjusted gross income of $4,975, but if the 
income actually amounted to $4,950 the true tax would be only $900, and if the 
income actually amounted to $4,999 the true tax would be $911. In other words, 
by using the tax tables the taxpayer with $4,950 income pays a premium of $6 
while the $4,999 taxpayer receives a discount of $5 

The following summary illustrates the discrepancies in the $4,950 to $5,000 
income bracket on the tax table: 


| | Actnal income Actual income 
| | $4,950 | $4,999 
f | Exemp- | Tax rer 
Taxpay | 
on ; tions table } 
| 1p Premium Discount 
True tax 3 
| pus paid Prue tax | received 
ee = ee ee seal 1 $906 $900 $6 $911 $5 
Do : : aren } 2 758 753 6 7H4 6 
Married couple_. 2 728 72 733 5 
Single person _.....- sale: ii pea 3 611 60. 6 616 
ERENOe COR Ase wh ebb dddduccdcculics } 594 89 } G0 5 


| 


By using the tax table, taxpayers at the bottom of each income bracket must 
pay a premium of $5 or $6, while taxpayers at the top of the bracket receive a 
discount of $5 or $6. Similar results are found in all other brackets and groups 
of the tax table. 


There is no reason whatever for one taxpayer paying a premium in addition 
to his actual tax, if he uses the tax table, while another taxpayer can receive 
a discount. It may even be found that a taxpayer whose income is at the bottom 
of a bracket might be inclined to stretch a point so that his income falls ino the 
next lower bracket, in which case $9 or $10 of tax rever.ue would be lost every 
time that is done. 

A very simple method of correcting these discrepancies would be to expand 
the tax tables to cover every dollar of tax increase instead of the block increases 
of greater amounts now in use. Reference to the Federal income-tax withholding 
tables will show that tax to be withheld on wages and salaries is stated in actual 
dollars and cents for changes as little as $1. There is no reason, therefore, why 
it is not possible to use the same procedure by expanding the tables used in 
fixing tax liability for the year. 

Th Cnamman. The next witness is Hon. Albert L. Reeves, former 
Member of Congress from Missouri. 

We are very happy to see you here, sir. You served with distinction 
while you were in the House, and we are glad to have you give us the 
benefit of your views. 


STATEMENT OF HON. ALBERT L. REEVES, FORMER MEMBER OF 
CONGRESS FROM THE STATE OF MISSOURI 


Mr. Reeves. You are very kind, Mr. Chairman, and I appreciate 
very deeply the consideration of the committee. 

The Cuamman. Do you have a written statement? 

Mr. Reeves. I do not, sir, but I will supply one. 

The Cuarrman. Thank you. 

Mr. Reeves. Mr. Schafer has made a ver y able and interesting state- 
ment to the committee. In about 5 minutes I would like to bring it 
into a little better perspective with the background of the so-called 
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split-income formula which became a part of our revenue laws with 
the revenue law of 1948. 

Prior to that time there were 11 States which enjoyed the commu- 
nity-property benefit of dividing income between husband and wife 
and filing separate income-tax returns. That resulted in substantial 
savings in the community-property States because of the fact that the 
divided income was brought into lower surtax brackets. 

The greatest inequity between husbands and wives in community- 
property and so-called common-law States came at about $25,000 
where in the common-law State the income tax paid to the Federal 
Government on a $25,000 income was 40 percent greater than the 
income tax paid on the same number of dollare of income in a com- 
munity-property State. 

Now that inequality had been commented on many times by tax 
experts and commentators before the 1948 Revenue Act was passed. 
It had resulted in driving some States into attempts to adopt com- 
munity property laws. The disadvantages of that procedure were 
very quickly apparent, and in Mr. Schafer’s State of Pennsylvania, for 
example, the Supreme Court quickly declared the Pennsylvania com- 
munity-property law unconstitutional. 

In some other States they found it created intolerable situations in 
credit and in domestic relations and probate proceedings. The for- 
mula for providing a universal division of income on a purely formula 
basis and single return was first proposed in 1947. 

Mr. Curtis of Nebraska. Mr. Chairman ? 

The Cuarrman. Mr. Curtis. 

Mr. Curtis of Nebraska. It was the gentleman speaking who author- 
ed that, is that not correct ? 

Mr. Reeves. It was my privilege to introduce that bill, Mr. Curtis. 

The benefits from that formula when it was enacted into that law 
were very quickly recognized. First of all, it eliminated the nuisance 
of filing two returns in the community-property States. It also 
brought along the marital deduction as an equalization which the 
community-property Statés insisted they were entitled to. It reduced 
the number of income-tax returns which the Bureau had to deal with, 
and generally it was accepted as a sound provision of the tax laws. 

It has since been reaffirmed by its extension to the head of the house- 
hold in a limited form, 

What I wish to say about Mr. Schafer’s proposal is that first of all 
it is not an extension of the principle of income splitting. It is rather 
proposed as a compensation to persons who do not derive benefit from 
income splitting in filing their returns since they do not derive benefits 
directly from that formula. However, the point which I think is of 
paramount importance is that that very situation was recognized and 
presumably compensated when the 1948 Revenue Act was passed. 

That act did not concern itself solely with income splitting; it in- 
cluded an increase in the amount of exemptions ; it reduced across 
the board in various percentages income taxes in all tax brackets. 
When a balance was struck in that bill in the committee as was 
pointed out on the floor of the House when the bill was considered, 
the fact that the lower income-tax brackets did not derive benefits 
directly from the split-income formula was compensated by a cor- 
respondingly greater increase in the amount by which the taxes in those 
brackets were reduced. 
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So that it can be said that in that act the very thing which Mr. 
Schafer proposes to accomplish now was accomplished. ‘This proposal 
then is not actually a further extension or a new application of the 
split-income formula; it is a new compensation, an additional compen- 
sation, for the disparity between the tax paid as a result of the benefits 
enjoyed by upper bracket taxpayers and the fact that the lower 
bracket taxpayers do not derive equivalent benefits. 

I think, Mr. Chairman, that the split-income formula with which 
we have now had experience for a period of 5 years is recognized as a 
legitimate and wholesome revision of our tax laws so far as the dis- 
parity between tax liabilities in the two types of States is concerned. 
I wish to express satisfaction with the results of our experience with it 
and to say that there is no justification which has been shown from any 
source for any modification or withdrawal] of that principle. 

That is the extent of what I have to say, Mr. Chairman. 

The Cuarmman. We certanly thank you for your appearance and 
your statement. We congratulate you on the fact that you were the 
author of the 1948 proposal. 

Mr. Mason? 

Mr. Mason. I am particularly glad that you brought out that in 
that bill, that very bill, we made compensations for this and that if 
we make some new compensations that is over and above what we did 
at that time. 

Mr. Reeves. In its correct perspective, Mr. Mason, this is simply an 
additional benefit which is given to low-income bracket taxpayers. 

Thank you very much, Mr. Chairman. 

The Cuarrman. The committee will now stand adjourned subject 
to the call of the Chair. 


(The following statements were submitted for the record on topic 8 :) 


STATEMENT OF THE NATIONAL ASSOCIATION OF MANUFACTURERS ON Topic 8, 
INCOME SPLITTING AND HEAD-OF-HOUSEHOLD PROVISIONS 


The association vigorously supported the provisions for income splitting be- 
tween husband and wife as included in the Revenue Act of 1948. 

As was intended, income splitting has equalized the burden of the income tax 
on married couples living in community property and in common-law States. 

The association believes that the procedures for income splitting as provided 
in the 1948 act were well conceived and have proved sound in operation. It sees 
no need for basic change in the law. 


STATEMENT By ApDISON B. CLOHOSEY, EsQ., ON BEHALF OF RESEARCH INSTITUTE 
oF AMERICA, New York, N. Y. 


It is our opinion that income splitting is equitable but that the new head-of- 
household provisions in the law do not make enough difference in tax to be of 
consequence. 

Income-splitting and head-of-household provisions should be continued and 
the allowance for head of a household should be increased. 


W. W. Frnptey, or Lirtite Rock, ARK., ON BEHALF OF THE West Sipe LUMBER 
ASSOCIATION AND THE CITIZENS OF THE STATE OF ARKANSAS, RE ITEM 8, INCOME- 
SPLITTING AND HEAD-OF-HOUSEHOLD PROVISIONS 


The law promulgated for the splitting of income between husband and wife 
was enacted into law to bring the treatment of taxation on incomes within the 
purview of the Constitution of the United States. 
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Constitution of the United States, article I, paragraph 8.—Beginning with the 
year 1941, the Bureau of Internal Revenue, in the collection of taxes, handed 
down certain decisions relative to the income of a husband and wife, husband 
and sons and daughters, and mothers and sons and daughters, in which it 
attempted to, and did, transfer income from one citizen of the United States 
to another citizen, especially mothers and fathers. 

While at the same time it was accepting income-tax returns from citizens of 
those States having community-property laws allowing them to split their incomes 
between the husband and wife. 

This was evidently, and without any question of doubt, a violation of article I, 
paragraph 8, of the Constitution of the United States, since all citizens were 
not being taxed alike on their incomes. It is the understanding that the Bureau 
of Internal Revenue is very much opposed to the split-income feature of the law, 
and will no doubt attempt to have it repealed. 

Not only in this case of split income, but in the question of other matters 
bearing on income taxes and gift taxes, the Bureau of Internal Revenue has 
herecofore attempted to make law, and thereby caused innumerable lawsuits and 
innumerable sessions before Bureau conferees, ete., in order to clear the question 
of the amount of taxes owned by certain citizens, 

Under the State laws of the various States, a woman may own property in 
her own right, acquire property and dispose of property in her own right, and 
the income from those properties to her is her own income and hers to do with 
as she sees fit without any interference on the part of her husband. During the 
period from 1941 to 1948, when the split-income feature went into effect, the 
Bureau of Internal Revenue was attempting to saddle the husband, in most cases, 
with the income of his wife and his children, which income was their own from 
property of their own, and compel him to pay the taxes; or on the other hand, 
if the wife had the bulk of the property the income was to be saddled on her. 

Prior to this period of time, the Bureau of Internal Revenue had accepted tax 
returns by husbands and wives covering their income from their own properties, 
and further, had accepted the tax from these individuals based on their own 
individual income, and no attempt prior to that time had been made to carry out 
what they later attempted to do, and did do in some instances. 

Under the Constitution of the United States, all questions of property owner- 
ship by citizens of the United States is under the sole jurisdiction of the States in 
which that property is located, and the Bureau of Internal Revenue had no right, 
under the Constitution of the United States, to attempt to place property of one 
citizen in the hands of another citizen for income-tax purposes. 

Article I, paragraph 10, of the Constitution of the United States does not deny 
the right of the States to control over the property within their borders and 
therefore their laws regarding property and the right of citizens to the income 
from such property should be recognized by the Congress of the United States, 
and by all other States. 

Constitution of the United States, article IV, paragraph 1.—The present law 
relative to splitting of income by the husband and wife is applicable to every 
citizen in these United States and the citizens of each individual State. It is 


fair and equitable and in accordance with the Constitution of these United 
States. 





STATEMENT OF AMERICAN FEDERATION OF LABOR RE Topic 8, INCOME-SPLITTING 
AND HEAp-OF-HOUSEHOLD PROVSISONS 


Congress, by legalizing income splitting by married couples in 1948, put its 
stamp of approval on a tax loophole through which $214 billion to $3 billion in tax 
revenue is being lost yearly. Married taxpayers in 1953 at income levels above 
$5,000 are paying substantially less proportionate to their ability to pay than 
married couples at lower income levels or single taxpayers at all income levels. 

Existing inequity could be eliminated by requiring mandatory joint returns for 
all married persons with an adjustment in rates that would eliminate the tax 
advantage enjoyed by existing beneficiaries of the split-income provision in the 
income bracket above $5,000. 
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The tax concesgion made to taxpayers who are head of households was in a 
sense a tacit admission that adoption of the income-splitting provision was a tax 
escape device rather than a move in the direction of equity. Millions of single 
taxpayers either maintain households or are put to even greater expense than 
householders by the necessity of maintaining themselves in hotels, eating in 
restaurants, etc. Nothing short of elimination of the preferential treatment 
accruing to a favored group of taxpayers through the operation of the split- 
income provision will restore necessary balance and progression to the income- 
tax schedule. 





STATEMENT OF DEL. R. Parace, CHAIRMAN, TAXATION COMMITTEE, GEORGIA STATE 
CHAMBER OF COMMERCE, ATLANTA, GA., Re Topic 8, INCOME-SPLITTING AND 
HEAD-OF-HOUSEHOLD PROVISIONS 


The principles of income-splitting and head-of-household provisions are sound. 
In addition, the head-of-household provisions should be amended to restore the 
former rule so that its benefits will not depend on the actual residence together 
of the head of household and his relative or dependent. 





STATEMENT OF THE AMERICAN TAXPAYERS ASSOCIATION, WASHINGTON, D. C., Re 
Toric 8 


PRESENT DISCRIMINATION AGAINST UNMARRIED TAXPAYERS SHOULD BE CORRECTED 


Since 18 States had in effect the community-property system under which income 
and property acquired after marriage was considered the community property 
of both spouses, Congress decided that the discrimination which existed against 
the 35 other States should be removed and the spouses in all States should be 
permitted to divide their combined income between themselves for the purpose 
of computing the Federal income tax and then file joint returns. 

This is permitted even though one of the spouses had no income of his or her 
own. Obviously, this is a discrimination against the unmarried taxpayers and 
we strongly urge that measures be adopted by Congress to remove this unfair 
discrimination as soon as possible. The loss of revenue resulting from such a 
needed change would be inconsequential. 





STATEMENT OF THE AMERICAN INSTITUTE OF ACCOUNTANTS, New York, N. Y., RE 
Toric 8, INCOME-SPLITTING AND HEAD-OF-HOUSEHOLD PROVISIONS 


Section 12 (c) should be amended to restore the former head-of-household 
rules so that its benefits will not depend on the actual residence together of 
the head of the household and his relative or dependent. 

Section 12 (c) of the code defines the head of household to be an unmarried 
individual who maintains as his home a household constituting the principal 
Place of abode, as a member of such household, of one or more individuals who 
are closely connected with him by blood, marriage, or adoption. In addition, 
an individual is considered to be maintaining a household only if he supplies 
more than one-half of the cost of maintaining the home during the taxable year. 
Classification as a head of household is meaningful because some of the bene- 
fits of income splitting are accorded to individuals who so qualify. Although the 
benefits of the section are commendable, certain individuals deserving some tax 
reduction do not benefit from section 12 (c). For example, two taxpayers hav- 
ing dependent mothers may be entitled to different tax consequences for the 
identical amount of support they render. The mother of the first lives with 
him, and assuming that the other requirements are met, the taxpayer is en- 
titled to the advantages of section 12 (c). However, another taxpayer who 
cannot live with his mother because she is an invalid, but who furnishes the 
same measure of support as the first, except that the mother is housed in a nurs- 











942 GENERAL REVENUE REVISION 


ing home where she may be properly cared for, cannot qualify as a head of house- 
hold. This is unfair. The requirement that the head-of-household classification 
is available only to taxpayers whose relatives or dependents actually reside in the 
same house is unnecessarily restricting. Similar head-of-household benefits were 
granted to taxpayers in various revenue acts until 1944 without requiring actual 
residency in one household. 

The code should be amended to provide that the benefits be available to those 
taxpayers whose right to exercise family control and provide for these de- 
pendent individuals is based upon some moral or legal obligation, which was 
the test in the former rule. 


STATEMENT OF Los ANGELES CHAMBER OF CoMMERCE, Los ANGELES, CALIF., IN RE 
INCOME-SPLITTING AND HEApD-OF-HOUSEHOLD PROVISIONS 


That the benefits of the head-of-household provision be extended to individuals 
who meet the other requirements of such provisions but who do not actually 
reside together with the relative or dependent. 

(Whereupon, at 11:30 a. m., the committee recessed subject to the 
call of the Chair.) 


| 
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WEDNESDAY, JULY 8, 1953 


Houses or RepresentTATIvEs, 
CoMMITTEE ON Ways AND MEAns, 
Washington, D.G. 
The committee met, pursuant to notice, at 1 p. m., in the Ways and 
Means Committee room, Hon. Carl T. Curtis, of Nebraska, presiding. 
Mr. Curtis of Nebraska. The committee will come to order. 


TOPIC 9—AVERAGING OF INCOME 


May I say to the people present that the House is in session. They 
have under consideration there the bill pertaining to the unemploy- 
ment-compensation system of the country, a bill which originated 
in the Ways and Means Committee. The bill is being handled on the 
floor by the members of the Ways and Means Committee and the at- 
tendance there of a number of them is necessary. 

The committee will continue the general tax revision hearings this 
afternon with witnesses on topics 9 and 10. 

Topic 9 is averaging of income. Topic 10 is earned-income credit. 
We have the pleasure of welcoming the Honorable Carl Albert, 
Representative from the State of Oklahoma, who will appear on be- 
half of Mr. John I. Taylor, president of the Oklahoma Farm Bureau. 

Congressman Albert, you may proceed. 


STATEMENT OF HON. CARL ALBERT, A REPRESENTATIVE IN 
CONGRESS FROM THE STATE OF OKLAHOMA 


Mr. Ausert. Thank you, Mr. Chairman. 

Before proceeding, I have been requested by my colleague, Congress- 
man Wickersham, of Oklahoma, to get permission to authorize him to 
extend his remarks on the subject of av eraging of income. 

Mr. Curtis of Nebraska. Without objection, it is so ordered. 

Mr. Avpert. And I would me, to have the permission to extend the 
remarks I read in behalf of Mr. Taylor today. 

Mr. Curtis of Nebraska. Without objection, it is so ordered. 

Mr. Avzert. Mr. Chairman, John I. Taylor, president of the Okla- 
homa Farm Bureau, was scheduled to appear before your committee 
on June 24, 1953, and was present at that time. Inasmuch as he could 
not be heard, he has requested me to present his statement to your 
committee. 

The Oklahoma Farm Bureau currently has a membership in excess 
of 36,500 farm families in Oklahoma. [Reading :] 


Our people are tremendously concerned, as I know you are, over the matter 
of Federal income taxes; and we think it is a fine thing you are doing now, 


243 








244 GENERAL REVENUE REVISION 


laying the groundwork for a more workable and equitable Federal tax code. 
At our State convention last fall our membership adopted the following reso- 
lution: 


“INCOME TAX 


“The business of farming and ranching is subject to the vagaries of the weather 
and of many other factors which render farm income unstable and unpredictable 
from year to year. For these reasons it is unrealistic and impracticable for the 
income tax of a farmer to be arbitrarily computed either on the calendar year or 
fiscal-year basis. For a few years, he may skimp and save and perhaps emerge 
without an operating loss, but with no profit, ever hopeful that the following year 
will bring a good crop on a good market so that he may repair his capital im- 
provements. The profitable year finally arrives, but he finds that with it came a 
substantial income tax to the Government which wholly fails to take into con- 
sideration the 3 or 4 lean years immediately preceding. Weather and markets 
develop in cycles of years and not in months. 

“For that reason, we propose and urge that the Oklahoma Farm Bureau take 
such steps as may be necessary to inaugurate a workable and feasible amendment 
to the Internal Revenue Code which would provide for the averaging of farm 
income over a period or cycle of years.” 

We believe the resolution itself is self-explanatory as to the wishes of our 
people and the reasons for our appearance here today. 

The American Farm Bureau Federation with which we are affiliated, and which 
is the largest farm organization in the United States also expressed its concern 
over the problem last fall at its annual convention in Seattle, by recommending 
that studies be made and consideration given to a provision in the Federal tax 
code, which would provide for the averaging of income for tax purposes. 

I do not purport to be a tax expert, but it does not require a man versed in the 
technical knowledge of tax law to realize the inequities of using an arbitrary 

2-month period to determine profit or loss of a farmer. 

I personally am an active farmer and rancher, and raise cattle, wheat, and 
cotton in a valley near Mountain View, Okla. I also operate a ranch in the 
western part of Oklahoma, and I know from personal experience that you simply 
cannot operate a farm or ranch on a year-to-year basis. 

One year you may have ample rainfall, perfect weather conditions, a good 
wheat crop, and a bountiful cotton crop. You may hit the peak of the market 
with your cattle, you may have No. 1 wheat and are able to find storage, which 
1 assure you is most difficult this year, the boll weevil may have passed you by 
and you may get a good yield in price on your cotton. During that year, your 
income soars upward, and you pay a correspondingly heavy tax, and this not- 
withstanding the fact that during the past 4 or 5 years your wheat has been 
dried out by drought, the boll weevils have marketed your cotton, and you 
have spent what money you had trying to build up your cattle herd. 

During the lean years, you have not actually sustained a loss perhaps, but you 
have to borrow money to continue operations, and your banker extends you 
credit expecting to be repaid the next year, and when the year again proves to be 
a poor one, he again extends your note, and successively until a prosperous year 
is achieved. When this year does come along, and you receive your only sub- 
stantial income for the past 5 years, you suddenly realize when you compute your 
income tax that so far as the Government is concerned, your past 4 years have 
gone to waste; you pay your banker and after the high-bracket tax is paid you 
have very little if anything left. 

I am not so familiar with other types of taxpayers whose income is based 
upon their own capital, enterprise, effort. and resourcefulness, but which is 
also subject to many fluctuating factors and irregular movements of the mar- 
ket; but I am sure there are many in this category. And it seems to us that 
this is an inequity which can be and should be relieved. 

We are very much interested in a plan which has been suggested to us by 
our general counsel, Mr. Frank Carter, of Oklahoma, which is commonly known, 
I believe, as the Bravman plan. It is reported and explained in the 1952 report 
of the section of taxation of the American Bar Association; and I believe will 
be further clarified by Mr. Bravman himself during the course of these 
hearings. 

As I understand it, the plan would operate as follows: 

Assuming the taxpayer is married, has no dependents, and files a joint return. 
It is the 11th year of his averaging period, and his average income annually for 
the last 10 years is $7,000 and his income for the current year is $29,000. 
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His total income for the past 10 years would, of course, be $70,000 and adding 
his net income of $29,000, would make a total income for the past 10 years and 
this year of $99,000. 

He would then divide this by 11, which is the averaging period, so that the 
average income per year, including the current year, would be $9,000. In other 
words, there has not been an increase of $2,000 per year over the $7,000 average 
income computed last year. The tax on this $9,000 average income for this year 
under present tax rates would be approximately $1,945.80. This is the tax 
on the $9,000 average for this year, but there is still $20,000 income received 
this year for which he has not paid a tax. Distributing this $20,000 back over 
the period of 10 years at the rates in the highest applicable bracket, the tax 
would be $536 per year or for the 10 years would be $5,360. Adding this $5,360 
then to the $1,945.80 tax for the current year which you have computed on the 
$9,000 average income for this year would make a total tax of $7,805.50. 

On the other hand, if the average income of year 11 is $6,000 instead of $9,000, 
then it is $1,000 less than the average income fur the past 10 years which has 
been $7,000 a year; and the individual has overpaid a tax on the $1,000 decrease 
for each of the preceding years of the averaging 10-year period, because he paid 
a tax on a higher income of $7,000 for each of those years. The taxpayer is then 
entitled to a refund computed at the applicable rate for each year of the 10-year 
period. 

It is not my purpose to go into the more technical aspects of this plan because 
I am sure that Mr. Bravman will be available to the committee for any further 
clarification; and I am sure your technical staff can furnish any technical 
information which may be desired. 

We do feel, however, that such a plan for the averaging of taxable income 
along a moving base of sufficiently broad proportions would cure many inequities 
with which taxpayers are now confronted. 

It might be contended by some that section 107 of our tax code, which provides 
for a spreading of income derived from personal services over a period of 36 
calendar months or more would take care of our situation. My information is, 
however, that that section affords relief only with reference to income derived 
from personal services and not to income which is derived by the farmer both 
from capital investment and personal services, which are inseparably merged. 

l'urthermore, it is my understanding that at least 80 percent of the total income 
during the expanded period must be received in 1 taxable year, before the section 
would be applicable. It is, therefore, obvious that this section cannot meet 
the needs of our segment of the economy. It is obvious also that this section 
does in its present form afford a type of relief which is available to the artist or 
to the professional man but which does not apply to the farmer or rancher, 
whose income is dependent upon capital investment and services. 

It might also be contended that section 122 (b) providing for loss carryback 
and loss carryover deductions would eliminate the need for an averaging income 
plan. This section, 1 am informed, however, only applies to losses; and, of course, 
the carryover and carryback provisions of that section would not serve to average 
or equalize income over a period of years for which there were no actual losses. 

In conelusion, gentlemen, I would like to make it clear that we are not asking 
for any special consideration or privilege for farmers. The plan should be 
available to all taxpayers. It may require an increase in rates in order to 
provide necessary taxes; but at least to the taxpayer it would be approximately 
the same tax annually over a moving 10-year base. I do know, however, that 
the necessity of aveaging income is particularly acute with the farmer and 
rancher. His operations are subject to many elements over which he could 
have no possible control. To be conducted successfully, farming and ranching 
are operations which must be planned and carried out on a long-term basis. The 
farmer or rancher does not measure his profit or loss on the strength of 1 wheat 
harvest, 1 alfalfa cutting, 1 cotton crop, or 1 herd sale. His income must be 
computed and distributed and planned over the long pull. 

We submit that his taxes should also be computed and paid on the same long- 
term basis. 

We feel that there is great merit in the general plan and theory of averaging 
income for income-tax purposes; and that it warrants the favorable and serious 
consideration of this committee. 


Thank you, Mr. Chairman. 
37746—53—pt. 1——17 








246 GENERAL REVENUE REVISION 


Mr. Curris of Nebraska. Mr. Albert, the entire statement of Mr. 
Taylor will be received as well as your statement and that of Repre- 
sentative Wickersham. 

Mr. Avsert. Thank you, sir. 

(The statement of Hon. Victor Wickersham is as follows:) 


STATEMENT OF THE HONORABLE VICTOR WICKERSHAM, MEMBER OF CONGRESS, 
SEFORE THE WAYS AND MEANS COMMITTEE ON THE SUBJECT OF AVERAGING OF 
INCOME ON JULY 8, 1953 


Mr. Chairman and members of the committee, as a Member of Congress who 
represents over one-third of the State of Oklahoma, which is wholly agricultural, 
I wish to favorably recommend to this committee the Oklahoma Farm Bureau's 
attitude toward a workable and feasible amendment to the Internal Revenue 
Code, which would provide for the averaging of farm income over a period of 5 
years. It is true that the business of farming and ranching is subject to the 
vagaries of the weather and of many other factors which render farm income 
unstable and unpredictable from year to year. For these reasons it is unrealistic 
and impracticable for the income tax of a farmer to be arbitrarily computed 
either on the calendar-year or fiscal-year basis. For a few years he may skimp 
and save and perhaps emerge without an operating loss but with no profit, ever 
hopeful that the following year will bring a good crop so that he may repair his 
capital improvements. The profitable year finally arrives, but he finds that with 
it came a substantial income tax to the Government which wholly fails to take 
into consideration the several lean years immediately preceding. Weather and 
markets develop in cycles of years and not in months. Under these conditions, 
over which the farmer and rancher have no control and under the present form 
of taxation, the majority of the small ranchers and farmers, as history has 
proved in my section of the country, always experience a financial loss over a 
period of years; and they are never permitted, through no fault of their own, 
to save for the time that their life’s productive years are ended. 

It is also a known fact that to be conducted successfull, farming and ranching 
are operations which must be planned and carried out on a long-term basis. The 
farmer or rancher does not measure his profit or loss on the strength of 1 wheat 
harvest, 1 alfalfa cutting, 1 cotton crop, or 1 herd sale. His income must be 
computed and distributed and planned over the long pull. In the years that his 
prospects are good and in the years when his income is good it might be well for 
him to make payments on an estimated income over a 5-year period to be com- 
puted finally and adjusted payments or refunds made as a result of his adjusted 
income over a period of 5 years. I feel that there is great merit in the general 
plan promulgated by the Oklahoma Farm Bureau and that the theory of aver- 
aging income over a period of 5 years for income-tax purposes warrants the 
favorable and serious consideration of this committee. 


Mr. Curtis of Nebraska. Is Mr. R. D. Mathews here? 
Mr. M. Francis Bravman. 

Mr. Bravman. Yes, sir. 

Mr. Curtis of Nebraska. Will you come forward ? 
Give your name and address to the reporter, please. 


STATEMENT OF M. FRANCIS BRAVMAN, NEW YORK CITY 


Mr. Bravman. M. Francis Bravman, 50 Broadway, New York City. 

Mr. Curtis of Nebraska. For whom do you appear ? 

Mr. BravMan. On my own behalf. I do not represent anyone. 

Mr. Curtis of Nebraska. You have a prepared statement that is 
before the committee. 

Mr. Bravman. Yes, sir. 

Mr. Curtis of Nebraska. How do you wish to handle this?’ Do you 
wish to read it all or would you like to have it inserted and you stress 
certain parts of it? 

Mr. Bravman. I would like to read the first part. It is only 10 


pages. The rest of it is exhibits. 
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Mr. Curtis of Nebraska. All right, you may proceed. 

Mr. Bravman. Mr. Chairman and members of the committee, my 
name is M. Francis Bravman. I am a member of the New York bar 
practicing law in New York City. I am also chairman of the com- 
mitee on taxation of earned income, section of taxation of the American 
Bar Association. 

I am not representing the association or the committee at this hear- 
ing, but expressing my own views. I may add, however, that the pro- 
posal I am about to make is being submitted by the committee on tax- 
ation of earned income for study by members of the section of taxa- 
tion of the American Bar Association and by others during the ¢ oming 
year so that the proposal may be submitted for adoption by the section 
of taxation at the following annual meeting. 

The proposal is also under study by the American Institute of 
Accountants. Resolutions have already been adopted by the Ameri- 
can Farm Bureau, Oklahoma Farm Bureau, and Farmers Cooperative 
Grain Dealers Association urging the study of averaging of income or 
the amendment of the Internal Revenue Code for that purpose. 

When this committee held hearings on revenue revisions in 1947 
averaging of income for tax purposes was proposed by the Chamber 
of Commerce of the United States, American Federation of Labor, and 
Associated Actors and Artists of America. 

In 1949 averaging of income was proposed by the Motion Picture 
Association of America at the hearings before the House Judiciary 
Subcommittee studying monopoly power 

The proposal is to permit lifetime averaging of income by all indi- 
viduals. The purpose of the proposal is to improve the tax structure 
(1) by removing the repressive effect of imposing the tax on the an- 
nual income as if each year stood by itself unrelated to any uther year, 
and (2) by equalizing the tax burden among individuals who earn the 
same amount of income over the same period of time. The tax system 
would be adjusted so that it would interfere as little as possible with 
business; so that the economy would function actively and efficiently ; 
and so that people would be encouraged to work and produce. 

All revenue acts which have been enacted since the adoption of the 
16th amendment have uniformly assessed the tax on the basis of an- 
nual returns showing the net result of all the taxpayer’s transactions 
during a fixed accounting period, either the calendar year, or, at the 
option of the taxpayer, the particular fiscal year which he may adopt. 

The uniform result has been denial both to Government and to tax- 
payer of the privilege of allocating income or deductions to a year 
other than the year of actual receipt or payment, or (applying the ac- 
crual basis), the year in which the right to receive or the obligation to 
pay has become final and definite in amount. 

The particular year in which income is received or accrued is thus 
made the basis of the ultimate tax liability. But the year of receipt or 
accrual may not be the year in which the income was earned. In fact, 
it may not even have been earned, or it may have been earned, in whole 
or in part, in later or earlier years. 

a example: 

An individual may buy raw materials in one year, manufacture 
dies into finished goods in another, sell those goods in a third, and 
collect the proceeds in the fourth year. The ultimate gain from this 
transaction is obviously not attributable to any one of these 4 years. 
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Neither can portions of the gain be allocated to the operations of the 
several years in such a way that it can be said to be the only and 
scientific way. Notwithstanding all this, the Internal Revenue Code 
taxes the entire gain as if it were earned in the third year (under the 
accrual method of accounting) or in the fourth year (under the cash 
method of accounting). 

2. An individual may spend large sums of money, and many years, 
in learning a trade or profession and later m: Ly perform services and 
e iy his oflice rent and clerk hire and in a still later year he may collect 

for his services when his debtor happens to pay the bill. If the indi- 
vidual keeps his books on the cash receipts and disbursement methods 
of accounting, the three items are treated as distinct. The first item 
is not even deductible, the second item is deductible but there may not 
be suflicient gross income in the year it is paid to offset it, and the third 
item, the fee, is taxed in the year of receipt as if it were earned in that 
year, 

3. An individual operating an airline service may receive moneys in 
one year for a flight to be taken in a later year. The money paid for 
the flight is taxed in the year of receipt, even though the. service is 
performed in the later year. 

An individual may receive money under a claim of right in one 
year and then be required to return it in a later year. The money is 
taxed in the year of receipt as if it were earned in that year. Although 
the individual may deduct the amount of the repayment in the year 
it is paid, he may not have sufficient gross income in that year to offset 
it. 

Results such as these are avoided under a system which bases the tax 
on the average net income, because the ultimate tax liability under an 
avers aging Sy stem is based on the ultim: ite income. Aver rage net income 
is, therefore, a more realistic base for the income tax. It also carries 
out the principle of ability to pay, upon which the graduated-rate 
system is a better than the present annual accounting system. 

The fact is, however, that individuals are required under the present 

stem to pay a tax based upon the taxable income computed for each 
calendar or fiscal year as though it stood by itself unrelated to other 
years. This affects adversely all individuals with widely fluctuating 
incomes: those in the lowest brackets may lose the full benefit of their 
personal exemptions and allowable deductions by failure to have an 
income equal to them in a given year, and those in the higher brackets 
will be taxed at greatly varying rates. In either case the result is that 
individuals with highly irregular incomes are required to pay sub- 
stantially more Federal income tax over a period of years than those 
who receive an equal aggregate income ratably during the same period. 

The extent of the discrimination against individuals with widely 
finctuating incomes is illustrated by the table which I should like to 
submit at this time. In computing the taxes it is assumed the indivi- 
dual is married, has no dependents, files a joint return, and 1953 rates 
are in effect. 

This table, as you will note, shows the maximum discrimination or 
penalty imposed on the individuals under the present system. At _ 
$2,000 level the penalty is 75 percent. At $15,000 it would be 36 
percent. 

Mr. Curtis of Nebraska. Do you mean by that that is the maximum 
possible discrimination ¢ 
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Mr. Bravman. Yes, sir; we assume no income 1 year, twice the 
amount of income the second year ; in other words, a man would receive 
his income every 2 years. That would be the maximum discrimination 
under the present law. 

Mr. Currts of Nebraska. Over a 2-year period ? 

Mr. Bravman. Yes, sir. If that was repeated, it would continue 
indefinitely. 

Mr. Curtis of Nebras What you say is that someone hi aving an 
income of $15,000 in 1908 hal no income in 1953 would pay 36 percent 
more tax than someone who had $7,500 income in each of the 2 years? 

Mr. Bravman. It would be the other way: If he received $30,000 the 
2 years instead of $15,000 each of 2 years. He would pay 36 percent 
more than the fellow who got it in equal amounts. 

Mr. Curtis of Nebraska. Your entire table will be printed. 

(The table follows:) 


ExuHrsit I 








Agere ‘ i Exce of 
i ht \ . 4 
Net income t e exemptior ; I 4 i ag cole : 
ceived in 1 
sive Cc ’ 
years yea B 
A) (B) ( LD) 
ercent 
so amhe lsat Eanes ccd Sk ae 0 $266. 40 
GNU OS cnc cncus: a : * a ba $355. 20 621. 6 75 
$3,000 aes - os 4 os “ 78¥. 20 1, O84. 8O o6 
Bs ncdaaien ele i 7 sie Senate 2. 661. € 3. 304. 00 ot 
DOE an ncegun dba bnhe nest bre otsbudodunindmn bemmdbudine dite: 7, 288. 00 9, 936. 00 ; 
i a “cit : i Nee 15, 016. 00 21, 880. 00 46 
$50.000 —_ a ee A L : ade eet Se J 43, 760. 00 56, 932. 00 20 
III 1 non id. cinivt dh stim ceintaimniniistabieninieditae te: patentee A we 113, 864. 00 139, 376. 00 22 


Mr. BravMan. You will note that this maximum penalty is heaviest 
on people in the medium bracket except for the lowest bracket where 
it is 75 percent, then it starts dropping and rising and then as the 
income gets very large, the penalty gets smaller, but it is a penalty 
throughout, no matter what the income is. 

The discrimination is undoubtedly widespread, for fluctuating in- 
come is a common phenomenon. It may result from irregularity in 
the rate of pay or periods of employment, from irregular dividend 
distributions or capital gains and losses, or from fluctuations in busi- 
ness and professional incomes. It may also result from the inability 
of accounting methods to allocate business income and expenses to a 
particular year with scientific exactitude. Frequently, such alloca- 
tions are nothing more than a matter of judgment or the result of 
fortuitous circumstances. Moreover, many individuals, such as radio 
and screen stars as well as athletes, are peculiarly subject to fluctuating 
incomes because of sudden changes in popularity and the limited 
number of years of high compensation. The same may be said of 
others, such as lawyers ‘and writers, who frequently receive lump-sum 
payments for services representing years of work. 

The present tax system is repressive. An individual is discouraged 
from increasing his income. High rates on increases in income stifle 
his initiative. If the highest rates were made to apply to overtime 
work, or better yet to the fifth day of a regular work week, the stulti- 
fying effect of the tax system would be truly outstanding. This is the 
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precise effect of the present method of imposing the Federal income 
tax. An increase in profits or salary leads to its inclusion in the high- 
est income-tax bracket. Moreover, it does not require too much 
income before the tax rate begins to have repressive effects. For 
example, as soon as income (after personal exe mptions) reaches $6,000 
for single persons and $12,000 for married persons, the Government 
takes 34 percent of the increase in income. The Government’s share 
becomes larger as the individual earns more income, so that at the 
$14,000 and $28,000 level, the Government takes 53 cents out of each 
additional dollar earned; and at the $22,000 and $4,000 level, it takes 
66 cents. By increasing the income from $6,000 to $22,000 in the case 
of single persons, and from $12,000 to $44,000 in the case of married 
persons, the share of the Government out of the additional income 
rises from 34 cents to 66 cents for each dollar. And as the income 
increases still further, this disparity in the respective shares of the 
Government and the taxpayer becomes worse 

When incentives are so limited, the tax system is bad because it 

le ads, directly or indirectly, to a curtailment of production, either 

from the existing level or from an attainable future level. Any result 
of this sort means, of course, that the country’s real income is reduced 
below that which it otherwise would reach. Some business ex: -cutives, 
although they continue to keep up all their regular daily «ctivities, 
tend to avoid moving from one business to another, and sometimes 
even turn down promotions. Others use various schemes to shift 
income from a year of high earnings to one of low earnings, or to 
spread the income over a number of years. For example: 

1. An individual who renders personal services may save tax if he 

can defer for more than 86 months the completion of the work and 
rec eive at least 80 percent of the total compensation in the final year. 

An individual who completes work or sells goods in the latter 
al of the year may save tax if he defers sending his bill until after 
the end of the year. 

An individual who has a bill to pay for an item which is a tax 
deduction may save tax if he defers the payment of the bill until after 
~ end of the year. 

An individual may save tax by arranging with his employer to 
be nae for the services over a period of years extending beyond the 
period of service. 

All these schemes interfere with the normal functioning of the 
economy. Procrastination and inefficiency are rewarded. 

To many people, tax-minimization devices become more important 
than business expansions and new ventures. This concentration of 
attention on the effects of the tax burden has, unfortunately, diverted 
attention away from the somewhat more important problem of devel- 
oping a tax structure which will produce the necessary revenues with 
minimum adverse consequences. 

It is important, therefore, to recognize that the nature of the tax 
structure may be of considerably more importance than the amount 
of the tax burden. Since this country is apparently doomed to live 
with high taxation for a long time to come, we should, as a practical 
matter, concentrate on determining how to secure, without interfer- 
ing with healthy economic growth, the revenues which have been made 
necessary by internation: al tensions and by expansions in the scope 
of Government activities. The problem, therefore, is how to develop 
a tax structure that can produce the necessary revenues and, at the 
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same time, provide an incentive to work, to invest and reinvest capital, 
and to increase production. 

‘The suggested remedy is to impose the tax, not on the annual net 
income, but on the average net income. All income required to be 
reported would on this basis be so taxed that the ultimate burden 
would be the same, no matter when the income is received or accrued. 
Under such an arrangement the individual would pay a tax each 
vear as he does now, but the tax would be computed on his average 
Income. 

\veraging of income would give the individual an incentive to 
develop his maximum earning ¢ apac ity without having to keep an 
eye on the tax law. He would be able to earn as much as he can, 
whenever he can, without being penalized because he received or 
iccrued the income at the wrong time or because he concentrated it 
na comparatively short period of time. Under averaging, the ulti- 
mate tax liability is the same no matter when the individual receives 
or accrues the income, because the tax he pays each year is based on 
the average of the income for the whole pediod. 

For example, assuming an averaging period of 5 years, and that 
the individual earns $60,000 net after exemptions over the whole 
period, his aggregate tax for the 5-year period would be the same 
no matter how the income fluctuated from year to year during the 
period. His aggregate tax would be 5 times the tax on $12,000. If, 
therefore, a married individual is able to develop some new product 
and receive, say $8,000 for each of the 4 ye ars, and then reap the 
benefit of his extra effort in the fifth year, say a profit of $28,000, 
his tax for the 5-year period would still be Z » times the tax on $12,000 
(or $15,160), and not 4 times the tax on $8,000 plus the tax on $28,000 
(or $17,000), a difference of $1,840 in tax. If the profit in the fifth 
year should be $44,000, the difference in tax would be $5,600. And 
if the individual is not married, the differences in the taxes in the 
assumed cases would be $3,140 and $6,240, respectively. These differ- 
ences, which would be eliminated by taxing the average income, are 
the penalties paid by individuals under the present method of impos- 
ing the tax on the annual net income as if each year is unrelated to 
any other year and stands by itself. 

The proposal for averaging income would reverse the existing pro- 
cedure—where individuals determine when and in what form transac- 
tions should take place in order to produce the greatest tax advantage— 
and permit them to concentrate on their business and consummate 
transactions as and when dictated by business reasons. At the same 
time, it would enable them to obtain the same advantage as if they had 
the privilege of reporting their income whenever they pleased within 
the averaging period. The plan would give them the maximum tax 
adv antage since, as a practical matter, there can be no lower tax than 
on the average income. 

There would thus be no incentive to shift income from one year to 
another or to postpone the receipt of income. On the contrary, there 
would be an incentive to earn more income or to accelerate its receipt. 
All who strive to attain their maximum earning capacity would be 
rewarded. ‘Tax collections would increase because people would be 
willing to earn additional income, even if 75 percent of it goes to the 
Government, when they know that if at a future time their incomes 
should dec line, : a portion of the 75 percent will be returned to them or 
credited against their then tax. 
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Since this statement may seem surprising, it should be supported. 
At present, self-employed professional men are not covered by social 
security. In order to obtain such coverage, some professional men 
become employees of their clients and receive a regular salary instead 
of fees for the services they perform. They voluntarily subject them- 
selves to the social security, old-age and unemployment insurance taxes. 
Prior to 1950, the same situation existed in respect of self-employed 
businessmen. By incorporating their businesses, they became em- 
ployees of the corporation, and in that way obtained social security 
benefits. 

The excess-profits tax is another example of a taxpayer seeking to 
increase his tax (and, strange as it may seem, the Government tries 
to reduce the tax). That occurs when the taxpayer attempts to in- 
crease his income during the base period used to determine whether 
excess profits were e arned in the subsequent years. The higher the 
base-period income, the lower the excess profits. The saving is made 
by paying more income tax and less excess-profits tax, the rate for the 
latter tax being considerably higher. 

There are other situations in which the taxpayer seeks to increase 
his tax liability, such as by permitting property to be valued high 
for estate tax purposes, so that the profit on a subsequent sale will be 
low and the saving in income tax will be more than the additional 
estate taxes paid. 

These voluntary assumptions of tax liability are made because the 
payment of the tax benefits the taxpayer directly. So in the case of 
averaging of income, the individual will exert extra efforts to earn 
more income, even if the major share of the additional income will go 
to the Government, because of the personal benefit he may derive from 
the tax. 

The Federal Government must impose very heavy taxes for a long 
time tocome. The income tax will no doubt be the core of the system. 
Great care must be used, therefore, to see that the system interferes 
as little as possible with the healthy economic growth of the economy 
and that the tax is spread as fairly as possible. 

With the permission of the committee, I should like to submit exhibit 
2, which is a proposed statute I drafted incorporating the proposal. 
1 should like also to submit exhibit 3, which is an explanation of the 
proposal and contains a sample of tax returns showing a computation 
of the tax. 

Mr. Curtis of Nebraska. Without objection, it is so ordered. 

(The exhibits 2 and 3 follow:) 


Exntnr 2. STaturory Proposan? 


That the Internal Revenne Code hereby is amended by adding to Subchapter 
B—Genrral Provisions, Chapter 1, new part reading as follows: 


PART VII-—TAX OF INDIVIDUALS ON AVERAGE INCOME 


Section 70. Certain individuals ineligible to average income 


The provisions of this part shall not apply to a nonresident alien or to an 
estate or trust. 





1This pronosal was suggested hy M. Francis Bravman in an article published in 1950 
(Equalization of Tex on All Individuals With the Same Aggregate Income Over the Same 
Number of Years, 50 Col. L. Rev. 1). and was restated by him in 1951 in another article 
in connection with the problem relating to canital gains and losses (Integration of Taxes 
on Capital Gains and Income, 87 Va. L. Rev. 527). 
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Section 71. Definitions as used in this part 

(a) Averaging of income and to average income.—The terms “averaging of 
income” and “to average income” mean computing the tax pursuant to the 
provisions of this part. 

(b) Averaging period.—The term “averaging period” means the period begin- 
ning with the taxable year for which an election is made pursuant to section 74 
of this part— 

(1) and, in the case of an individual under 21 years of age, ending with 
the taxable year in which such individual! dies or attains 21 years of age, 
whichever event shall first occur, 

(2) and, in the case of an individual over 21 years of age and under 31 
years of age, ending with the taxable year in which such individual dies or 
attains 31 years of age, whichever event shall first occur, 

(8) and, in the case of an individual over 31 years of age and under 55 
years of age, ending with the taxable year in which such individual dies or 
attains 55 years of age, whichever event shall first occur, 

(4) and, in the case of an individual over 55 years of age, ending with 
the taxable year in which he dies. 

(5) Where a joint return is filed, the age of the older spouse shall deter- 
mine the beginning and ending of the averaging period. 

(c) Current taxable vear.—The term “current taxable year” means the tax- 
able year which ended not more than two and one-half months before the filing 
of the return under this part. 

(d) Current averaging period.—The term “current averaging period” means 
the period which begins with the taxable year for which the last election was 
made as provided in subdivision (a) of section 74 of this part, and ends with 
and includes the current taxable year. 

(e) Preceding taxable year or preceding tarable years.—The terms “preceding 
taxable year” and “preceding taxable years” mean the taxable year or years 
included in the current averaging period but do not include the current taxable 
year. Any taxable year or years omitted pursuant to subsection (c) of section 
75 shall be disregarded and not counted in determining the number of taxable 
years included in the current averaging period. 

(f) Last preceding tarable year.—The term “last preceding taxable year” 
means the last taxable year which precedes the current taxable year. Any tax- 
able year or years omitted pursuant to subsection (c) of section 75 shall be dis- 
regarded in determining such last preceding taxable year. 

(g) Subsequent taxable year of the averaging period.—The term “subsequent 
taxable year, of the averaging period” includes the current taxable year. 

(h) Net loss.—The term “net loss” means the excess of the sum of the deduc- 
tions allowed by this chapter and the credits allowed by section 25 (b) over the 
gross income. In computing the net loss— 

(1) capital gains and losses shall be excluded ; and 

(2) to the extent of the net loss 

(A) there shall be included in computing gross income the amount 
of interest received which is wholly exempt from the taxes imposed by 
this chapter, decreased by the amount of interest paid or accrued which 
is not allowed as a deduction by section 23 (b), relating to interest on 
indebtedness incurred or continued to purchase or carry certain tax- 
exempt obligations; and 

(B) deductions otherwise allowed by law not attributable to the 
operation of a trade or business regularly carried on by the individual 
shall he allowed only to the extent of the amount of the gross income 
not derived from such trade or business. This subsection (B) shall 
not apply with respect to credits allowed by section 25 (hb) and to deduc- 
tions allowable for losses sustained in respect of property if the losses 
arise from fire, storm, shipwreck, or other casualty, or from theft. 

(i) Change of marital status.—A “change of marital status” shall be deemed 
to have occurred when an individual files, or is required to file, a separate return 
when for the last preceding taxable year such individual filed a joint return or 
a return as head of a household; or when he files a joint return when for the last 
preceding taxable year such individual filed a separate return or a return as 
head of a household; or when he files a return as head of a household when for 
the last preceding taxable year such individual filed a separate or a joint return. 

(j) Individual.—The term “individual” includes either or both spouses when 
a joint return is filed. 
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Section 72. Average net income or net loss 
(a) For the first taxable year of the current averaging period: 
(1) The average net income is the surtax net income (exclusive of capital 
gains and losses) of such taxable year. 
(2) The average net loss is the loss of such taxable year. 
(b) For each succeeding taxable year of the current averaging period: 

(1) The average net income or net loss of the last preceding taxable year 
shall be carried forward to the current taxable year. 

(2) The average net income or net loss so carried forward shall be mul- 
tiplied by the number of preceding taxable years included in the current 
averaging period and the result so obtained shall be the net income or net 
loss, as the case may be, of such preceding taxable years. 

(3) (A) The sum of the net income of such preceding taxable years and 
the surtax net income of the current taxable year or the excess of the sur- 
tax net income of the current taxable year over the net loss of such preceding 
taxable years shall be divided by the number of taxable years included in 
the current averaging period and the quotient so obtained shall be the 
average net income of the current taxable year; or 

(B) the sum of the net loss of such preceding taxable years and the net 
loss of the current taxable year or the excess of the net loss of the current 
taxable year over the net income of the preceding taxable years shall be 
divided by the number of taxable years included in the current averaging 
period and the quotient so obtained shall be the average net loss of the cur- 
rent taxable year. 


Section 73. Tax on or refund to individuals averaging income 


(a) In lieu of the tax imposed by sections 11 and 12, there shall be, for each 
taxable year, paid by (or refunded, in case of an overpayment, to) each indi- 
vidual who has elected to pay the tax imposed by this part for such year, a tax 
equal to the following amounts: 

(1) Normal tar.—A normal tax, at the rates provided in section 11, on the 
amount of the average net income of the current taxable year in excess 
of the credits against net income provided in section 25 (a) ; and 

(2) Surtaxv.—Upon the average net income of the current taxable year, a 
surtax at the rates provided in section 12, plus 

(3) (A) Addition to tar.—A tax upon the amount by which the average 

net income of the current taxable year exceeds the average net income of 
the last preceding taxable year as if such increase were additional income 
in each of the preceding taxable years included in the current averaging 
period and the average net income of the current taxable year were the net 
income in each of sueh preceding taxable years; or minus 

(B) Deduction from tax.—A tax upon the amount by which the average 
net income of the current taxable year is less than the average net income 
of the last preceding taxable year as if such decrease were a reduction in 
income in each of the preceding taxable years included in the current averag- 
ing period and the average net income of the current taxable year were the 
net income in each of such preceding taxable years; and 

(4) Capital gains tar. (A) A tax at the rates provided in section 11 
and 12 upon the amount of the net short-term capital gain as if such gain 
were additional income in the current taxable year and the average net 
income were the net income of the current taxable year, plus 

(B) A tax of 25 percent on the excess of the net long-term capital gain 
over the net short-term capital loss. 

(5) Rates applicable to increase or decrease in average net income.—The 
normal tax and surtax rates in effect in each of such preceding taxable years 
shall apply in computing the tax under paragraphs (3) (A) and (3) (B) of 
this subsection (a). 

(b) Sections 12 (f), 23 (s), 105, 106, 107, and subsections (b), (c) (2), and 
(k) of section 117 shall not apply in the case of an individual who makes an 
election to pay the tax under this part. 

(c) Subsections (d) (2) and (j) (2) of section 117 and subsection (b) of 
section 165 shall for the purposes of this part read, as follows: 

(1) Subsection (j) (2) of section 117: 

“(2) Gencral rule-—Gains and losses from sales or exchanges of property 
used in the trade of business and from the compulsory or involuntary con- 
version (as a result of destruction in whole or in part, theft or seizure, or an 
exercise of the power of requisition or condemnation, or the threat or immi- 
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nence thereof) of property used in the trade or business shall be considered 
as gains and losses from sales or exchanges of capital assets.” 

(2) Subsection (d) (2) of section 117: 

“(2) Other tawpayers.—In the case of a taxpayer, other than a corpora- 
tion, losses from sales or exchanges of capital assets shall be allowed only 
to the extent of the gains from such sales or exchanges.” 

(3) Subsection (b) of section 165: 

“(b) Tagxabiltity of beneficiary.—The amount actually distributed or made 
available to any distributee by any such trust shall be taxable to him, in the 
year in which so distributed or made available, under section 22 (b) (2) 
as if it were an annuity the consideration for which is the amount contrib- 
uted by the employee, but if the total distributions payable with respect to 
any employee are paid to the distributee within one taxable year of the dis- 
tributee on account of the employee's separation from the service, the amount 
of such distribution to the extent exceeding the amounts contributed by the 
employee, shall be considered ordinary income.” 

Section 74. Method of election 

(a) The election to have the benefits of this part shall be made by making 
return on the form prescribed as the form for the return for the purpose of 
this part. An election so made shall constitute an election to pay the tax 
imposed by part VII. 

(b) The election provided for in subsection (a) of this section with respect 
to taxable years beginning after December 31, 1952, may be exercised at the 
time a return for the current taxable year is required to be filed under chapter 1. 

(c) If an individual exercises the election as provided for in subsection (a) 
of this section for any taxable year beginning after December 31, 1952, then 
the method of computing tax pursuant to this part VII shall be adhered to 
with respect to all subsequent years in the current averaging period unless, 
with the approval of the Commissioner, the individual is authorized to omit 
any intervening year or years as provided in regulations prescribed pursuant 
to subsection (c) of section 75 of this part. 

(d) No individual who at any time during the taxable year is a nonresident 
alien, or who claims the benefits of section 116 other than subsections (j) and 
(k) thereof, or who makes a return for a period of less than 12 months, or who 
has for the taxable year neither gross income of more than $2,600 derived from 
compensation for personal services nor gross income of more than $5,000 de- 
rived from carrying on a trade or business, shall be entitled to make an elec- 
tion as provided in subsection (@) of this section for the taxable year in which 
such nonresidence or insufficiency of gross income occurred or such claim or 
return was made. 

Section 75. Termination of current averaging period 

(a) An individual who has elected under part VII to average income may 
terminate the current averaging period in any succeeding taxable year of the 
averaging period, in which event such current averaging period shall end with 
the last preceding taxable year. The provisions of sections 11 and 12 shall 
apply to the individual beginning with the taxable year as to which the pro- 
visions of this part VII are not applicable: Provided, however, The individual 
shall be entitled again to elect to begin to average income with any subsequent 
taxable year of the averaging period, or with any subsequent averaging period, 
or with any taxable year of such subsequent averaging period; or 

(6b) An individual who has elected under part VII to average income shall 
terminate the current averaging period with the last taxable year of the aver- 
aging period. The provisions of sections 11 and 12 shall apply to the indi- 
vidual beginning with the year as to which the provisions of this part VII are 
not applicable: Provided, however, The individual shall be entitled again to 
elect to begin to average income with any subsequent averaging period, or with 
any taxable year of such subsequent averaging period; or 

(c) An individual who has elected under part VII to average income shall 
terminate the current averaging period if in any succeeding taxable year 
of the averaging period (1) he is not required to make a return under chapter 
1; or (2) he discontinues the conduct of the occupation, trade, business, or 
profession regularly carried on by him and thereafter he is not for a period of 
more than a month gainfully employed in such occupation, trade, business, or 
profession; or (3) he changes his marital status; or (4) he is a member of 
the Armed Forces of the United States, and upon the happening of any of such 
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events the current averaging period shall end with the last preceding taxable 
year; except that, under rules and regulations prescribed by the Secretary, 
(1) an individual who is kept away from his occupation, trade, or 
profession on account of sickness or accident and as a result thereof he 
does not have sufficient gross income which would require him to make a 
return under chapter 1, may omit the taxable year or years in which such 
return is not required and thereafter resume the current averaging period 
with the first full taxable year of the averaging period for which he is 
required to file a return under chapter 1: Prorided, however, The pro- 
visions of sections 11 and 12 shall apply to such individual in respect of 
such taxable year or years omitted from the current averaging period: and 
(2) An individual who is a member of the Armed Forces of the United 
States for a period of more than 1 month of a taxable year may omit such 


taxable year from the current averaging period and thereafter resume the 
current averaging period with the first full taxable year of the averaging 
period in which such individual is not a member of such Armed Forces: 


Provided, however, The provisions of sections 11 and 12 shall apply to such 
individual in respect of such taxable year or years omitted from the current 
averaging period: and 
(3) An individual over the age of 65 years who discontinues the conduct 
of the oceupation, trade, business, or profession shall not be required to 
terminate the current averaging period solely for that reason; and 
(4) An individual who marries during the current averaging period: 
(A) may continue the current averaging period if there is no change 
of marital status, or 
(B) may continue the current averaging period; and 
(i) file a joint return if his spouse is not required to file a 
return; or 
(ii) combine the average net incomes of both spouses in a joint 
return if the preceding taxable years are the same for both 
Spouses; or 
(iii) combine the average net incomes of both spouses in a joint 
return if such individual consents to reduce the number of preceding 
taxable years in the joint return to the number of preceding 
taxable years in the current averaging period of the spouse with 
the shorter of such periods; and 
(5) An individual who is not permitted under this subsection to continue 
or to resume the current averaging period shall be entitled again to elect 
to average income beginning with any subsequent taxable year of the aver- 
aging period, or with any subsequent averaging period, or with any taxable 
year of such subsequent avereging period; or 
(7) An individual who has elected under part VII to average income shall 
terminate the current averaging period if in any succeeding taxable year he is 
a nonresident alien of the United States, or he claims the benefits of section 
116, other than subsections (j) and (k) thereof, or he makes a return for a 
period of less than 12 months, and upon the happening of any such events the 
current averaging period shall end with the last preceding taxable year: Pro- 
vided, however, The indivitual shall be entitled, if he meets the requirements 
set forth in section 74, again to elect to average income beginning with any sub- 
sequent taxable year of the averaging period, or with any subsequent averaging 
period, or with any taxable year of such subsequent averaging period: or 
(e) An individual who has elected under part VII to average income shall 
terminate the current averaging period when the accumulated sum of the fair 
market values of all transfers (other than bona fide sales in a trade or business) 
made in the first and succeeding taxable vears of the current averaging period 
(including all taxable years omitted from the current averaging period pursuant 
to subsection (c) of section 75 of this part) shall equal the average net in- 
come of the current taxable year or of the taxable year in which the last of 
such transfers was made, in which event such current averaging period shall 
end with the last preceding taxable year: Provided. howerer,.That if the last 
of such transfers was made in a taxable year earlier than the last preceding 
taxable year, then such current averaging period shall be terminated with such 
last preceding taxable year. An individual who is required to terminate the 
current averaging period under this subsection, shall be entitled again to elect 
to average income beginning with any subsequent taxable year of the averaging 
period, or with any subsequent averaging period, or with any taxable year of 
such subsequent averaging period. A transfer from the individual of any 
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kind of property, whether real or personal, tangible or intangible, or otherwise, 
without a full and adequate consideration in money or money's worth, or for 
property the income from which is exempt from the surtax, or for a future i! 
terest in property, shall be deemed to be a transfer within the meaning of this 
section. A shift from the individual of the possession or enjoyment of, or the 
right to receive the income from, any property shall be deemed to be a transfer 
of the property within the meaning of this subsection whether such s! f 
such beneficial interest in the property was the result of a transfer made by t! 
individual or by any other person and whether such transfer was made in ft) 
current averaging period or at any other time. A transfer made to the extent, 
and for the purposes, allowed by section 28 (0), or excluded from the gift tax 
under section 1003 of chapter 4 shall not be deemed te be a transfer for the 
purposes of this subsection; or a transfer from the individual of a future inter 
est in property shall not be deemed to be a transfer within the meaning of this 
subsection; or 

(f) The Commissioner is authorized to require an individual, who has elected 
under part VII to average income to terminate the current averaging period if 
the Commissioner determines that snch termination is necessary in order to 
prevent evasion of taxes. Such current averaging period sliall be terminated 
with the last taxable year (included in such current averaging period) pr 
ceding the taxable year in which the evasion took place. The provisions of se 
tions 11 and 12 shall apply to the individual beginning with the taxable year as 
to which the provisions of this part VII are not applicable: Provided, howeve) 
That such individual shall be entitled again to elect to average income with any 
taxable year of the averaging period subsequent to the taxable year in which 
such determination shall be made by the Commissioner, or with any subsequent 
averaging period, or with any taxable year of such subsequent averaging period 


Section 76. Refunds 
oon 


For refund or credit in cases of overpayments, see section 322 (a). 


Section 77. Interest on overpayments 
No interest shall be allowed or paid for the period of 1 year after the filing 


of a claim for refund of an overpayment attributable to the averaging of income 
Section 78. Application of part VII 

The provisions of this part VII shall apply only to taxable years beginning 
after December 31, 1952. 
Section 79. Regulations 

The Secretary shall prescribe regulations for carrying out the provisions of 
this part VII. Such regulations shail provide for the extent to which the prov 
sions of chapter 1, other than this part VLI, apply to individuals who exercise 
the election granted by this part VII. 


Exureit 3. EXPLANATION OF PROPOSAL 


The proposal would add part VII, consisting of sections 70 through 79, to the 
Internal Revenue Code. The provisions would not be applicable to nonresident 
aliens, estates, or trusts. For individuals coming under part VII, their tax 
lives would be broken up into four taxable periods: (1) Up to the taxable years 
in which the individual attains 21; (2) up to the year he attains 31; (3) up to 
the year he attains 55; and (4) thereafter until death. These periods are de- 
signed to correspond with fairly natural divisions of earning power and family 
responsibility. An individual could elect to come under part VII at any time 
for the remainder of the averaging period in which he may then be. Section 74 
provides the rules governing the making of the election, and section 75 provides 
the rules for the termination of an averaging period. 


COMPUTATION OF AVERAGE NET INCOME OB NET LOSS 


Section 72 governs the determination of the average net income or net loss. 
For the first year, the average net income or net loss is simply the surtax net 
income (exclusive of capital gains or losses) or the net loss of that year. 

For the succeeding years, the average net income or net loss of the preceding 
year is carried forward and multiplied by the number of preceding years in- 
cluded. The result thus obtained is the net income or the net loss of the pre- 
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ceding years. The net income or net loss of the current year is then combined 
with net income or net loss of the preceding years and the resulting amount is 
divided by all the years included in the averaging period to obtain the average net 
income or net loss of the current year. (Net loss for any year is so defined as to 
arrive substantially at the economic net loss, but includes personal exemptions.) 


COMPUTATION OF TAX OR REFUND 


The tax or refund for any year is arrived at under section 73. The tax on 
capital gains is separately imposed. The normal tax under section 11 is imposed 
on the average net income for the current year in excess of section 25 (a) credits. 
The surtax under section 12 is imposed on the average net income of the current 
year. 

There is then added a tax on the increase of the average net income of the 
preceding year over the average net income of the current year multiplied by the 
number of preceding years; or there is deducted a tax on the decrease of the 
average net income of the current year under the average net income of the pre- 
ceding year multiplied by the number of preceding years. The normal and sur- 
tax rates in effect in preceding years would apply in computing the above ad- 
justment of the current year’s tax. 


BASIC SCHEDULE OF INCOME BRACKETS AND RATES USED 


This scheme requires Congress to fix a basic rate structure which would be 
increased or decreased by percentages of the tax (as was done in years 1946-50)? 
and the Bureau to furnish on its forms the current year’s percentage. These 
percentages would be accumulated by the individual in his returns during the 
averaging period. 


PROGRESSIVE AVERAGE USED 


The plan is a “progressive average” type of plan. It can be simply operated, 
in spite of the relative difficulty of stating its operation in words, by carrying 
along on each year’s return all the relevant information so that the return for 
the preceding year and the return for the current year would contain all the 
necessary data. Accounts with the Bureau would be settled annually. It does 
not require complicated tax recomputations. Income is reported and deductions 
and credits are taken exactly as it is now done. The tax liability is determined 
by existing methods of computation. 


COMMENTS ON SPECIFIC SECTIONS OF PROPOSAL 


Section 71 (b) divides a person’s lifetime into four averaging periods. 
Obviously an averaging period must have a beginning and an end. It is equally 
obvious that the beginning must be a taxable year for which the individual is 
required to file a return. It then becomes necessary to select the first taxable 
year. Since a single averaging period beginning with the year in which an 
individual has a gross income of over $600 (from a temporary job after school 
hours or on weekends) would seem to be inappropriate, some division of his 
lifetime becomes necessary. The first division, naturally, would be the years 
of minority. The next division could be the period during which the individual 
completes his training and acquires his real earning capacity. The third division 
could be the individual’s years of peak earnings and the years of maximum 
responsibility in raising his family. And the fourth and last period could be 
the years of declining earnings and smaller family responsibilities. This is the 
basis for determining the maximum length of the averaging periods incorporated 
in the proposal. 

This division of the individual’s lifetime, however, may be varied, or arbitrary 
periods of 5, 10, 15, or any other number of years can be used except, possibly, 
where years of minority are involved. 


1The Federal rate schedule was the same from 1945 to 1950. Internal Revenue Code, 
secs. 11, 12. The brackets of income have been the same since 1941 except that the split 
income provision enacted in 1948, in effect, doubled the income brackets for married indi- 
viduals filing joint returns. Internal Revenue Code, secs. 11, 12. In New York the tax 
rates and brackets of income have remained the same since 1938. There was, however, a 
reduction of 25 percent of the amount of tax for years 1941 through 1944; a 50-percent 
reduction for years 1945 and 1946; a 40-percent reduction for year 1947; and a 10-percent 
reduction for years 1948 through 1952. 
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Section 71 (h): This subsection is intended to limit the net loss to the economic 
net loss except that personal exemptions and losses arising from casualty or 
theft are allowed. 

Section 73 (b): This subsection is intended to eliminate from the Internal] 
Revenue Code other provisions which limit the tax on income. 

Section 73 (c): This subsection is intended to complete the separation of 
capital gains from ordinary income, although it is not essential to the proposal. 

Section 74 (d): This subsection is intended to prevent an election to be made 

1a particular year when all or some of the income may not be taxable. 

Section 75: This section is intended to provide for the termination of the 
current averaging period where the averaging period, as defined, normally comes 
to an end; where the individual elects to discontinue averaging of income; where 
there may be a distortion of income, whether or not due to circumstances within 
the control of the individual; and where there may be manipulation of income 
for the purpose of evading the income tax. 

Mr. Curtis of Nebraska. Now, if that completes your statement, I 
have a few questions. 

Mr. BravMan. May I interrupt you, sir? Do you want me to ex- 
plain the proposal before you ask the questions, on the computation 
of tax? 

Mr. Curtis of Nebraska, That is what I was going to ask you about. 
How many years would you average this income? 

Mr. Bravman. Attached to exhibit 3 is an explanation of the pro- 
posal. It is short and I will read it and that will answer your ques- 
tion, sir. The proposal would add part 7, consisting of sections 70 to 
79 to the Internal Revenue Code. 

Mr. Curtis of Nebraska. What page are you reading from ? 

Mr. Bravman. It is exhibit 3, sir. 

The proposal would add part VIT, consisting of sections 70 through 
79, to the Internal Revenue Code. The provisions would not be ap- 
plicable to nonresident aliens, estates, or trusts. For individuals 
coming under part VII, their tax lives would be broken up into four 
taxable periods: 

(1) Up to the taxable year in which the individual attains 21; 
(2) Up to the year he attains 31; 
(3) Up to the year he attains 55; 
(4 ) Thereafte: ‘until death. 
These per riods are designed to correspond with fairly natural division 
of earning power and family responsibility. An individual — 
elect to come under part V II at any time for the remainder of the 
averaging period in which he may then be. Section 74 provides the 
rules governing the making of the elec ‘tion, and section 75 provides 
the rules for the termination of an averaging period. 

Mr. Curtis of Nebraska. Assuming he had a 10-year average for 
the period and he went along for the first 9 years individually making 
$5,000 a year, in the 10th year he makes $100,000. Is it your proposal 
that he takes 9 years at $5,000, takes a total o $145,000, divides that 
by 10, to get his average income and then that he file amended returns 
for the past 9 years and pay his tax based upon the rates for those pre- 
vious 9 years? 

Mr. Bravman. No, sir. If he did not elect to average income dur 
ing any 1 of those 9 years, he would be out. 

Mr. Curtis of Nebraska. Suppose he had elected. 

Mr. Bravman. If he had elected, that first vear becomes the first 
year of the averaging period. You start with the year in which you 
elect to average income and you go forward. You never open up 
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returns or file amended returns for past years. Whatever is gone by, 
is gone, that is the end of it. 

Mr. Curtis of Nebraska. How would he treat his $100,000 ? 

Mr. Bravman. May I ask you to turn to the last exhibit and we 
will use those figures which illustrate the operation of the plan. 
That Is ¢ xhibit 4. 

(The exhibit No. 4 follows :) 


Exutsir 4. ILLUSTRATION OF OPERATION OF PROPOSAL 


The operation of the proposal is illustrated, as follows: 

It is assumed the individual is married, has no dependents, and files a joint 
return. It is the 11th year of his current averaging period and his average net 
income for the last year (year 10) is $7,000 and his net income for the current 
year is $29,000 (all income is after personal exemptions). The rates of tax and 
brackets of income in effect for all years of the current averaging are those in 
effect in 1953 and the accumulated percentage reduction carried forward from 
the last return (year 10) is 26 percent and there is a 10-percent reduction in tax 
iu the current year (year 11). 

The individual would compute his tax on the return for the current year, as 
follows: 


ScHEDULE L.—Computation of average net income and tag or refund* 


Line Item 
1. Number of preceding years in current averaging period 
(line 6 of last return) -----.-- ‘see bellnadedaih wena 10 
2. Average net income or net loss in last return (line 7)_ $7,000.00 





3. Multiply lines 1 and 2___.------ Sere aa see UU 
4. Net income or net loss of current year___-_---_----- $29, 000. 00 
5. Total income or loss of current averaging period_____. $99, 000. 00 
6. Number of years in current averaging period (line 1 

RRS) tin 6. nen dew den sah sr tchilechPn witht 11 
7. Average net income or net loss (line 5 divided by 

line 6)__- : ae al aia aI $9, 000. 00 
S. Increase in average net income (line 7 minus line 2)__ $2,000.00 
9. Decrease in average net income (line 2 minus line 7)_~ ~-..--_.-_ 
10. Tax on income reported in line 7 (average net income 

of current year) : se cepilinigieace ie tipsiinn eins tiadplaste bane $1, 945. 80 
11. Tax on amount in line 8 (at rates in highest applicable 

brackets) $536. 00 


12. Tax on amount in line 9 (at rates in next succeeding 
brackets) : ‘ > ee BS eee 8 ee 
13. Tax on increase in average net income (line 11 multi- 


plied by line 1) li tacit SFR See 
14. Tax on decrease in average net income (line 12 multi- 

plied by line 1)~- di iehsigtih solr bnictheece toilette tee ings’ git beanies 

| as cb tae Acnnditaeidesdiabd=ceied Dees acceded ceeded cli cel ead h Ms 
5. Total tax or credit (line 10 plus line 13 or minus line 14)___.______ 7, 305. 80 
ee Co tor ees ves pai Gcampraenenaiiaenimies tose odmmkanaentiniaente < orniesatow: 
17. Deduct (line 6, schedule N)_-.---__--_____ Pines nmnapitld tintaean es 139. 36 
18. Tax refund teens Lamdsasel soncisltcn: ate eumh te 27 166. 44 


19. Tax refund 


‘For the Ist vear of the current averaging period the individual would be instructed to 
place a zero in lines 1. 2. and 38 of schednle L ard line 1 of schedule M. Provision wonld 


be made on the return for the allowance of credit for partially exempt interest and for taxes 
r 1 to foreign countries and possessions of the United States (Int. Rev. Code, secs. 25 
(a 31 

hts tax plus the taxes paid and less the refunds received for the preceding 10 years 
eonals the aggregate tax paid by an individual whose income was $9,000 in each of the 
11 years. 
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SCHEDULE M.—Computation of net cumulative percentage addition to or deduc 
tion from tag 


Line Inerease Deerrase 
1. Preceding year (net ‘ 1 26% 
2. Current year ‘ 2] 
3. Net percent increase or decreas¢ 
Chis is the net cumulative percentage carried forward from line 3 of schedule M the last return, repre 


senting in this case the 10 preceding years 
‘his percentage for the current year would be printed on the form in the proper column 


ScHEDULE N.—Computation of addition to or deduction from tax 


Line 1, eanie MW 
Line | - 

Amount Increase Decrease | rota 
- : m =——— er ee P | | 
1. Line 11, schedule L $ | ‘ | xxx | $ 
2. Line 12, schedule L $ | XXX | ~ $ 

| 

3. Amount carried to line 16, schedule L- $ $ 
4, Line 11, schedule I $536.00 XXX r¢ $139.36 
6 RT BR Bag in iceenntiaminhininion $ xXX $ 
6. Amount carried to line 17, schedule L__...-- alutoan ; $139.36 


EXPLANATION OF THE COMPUTATION OF TAX OR REFUND 


The income is averaged every year of the current averaging period by adding 
the income of the current year (year 11) to that of all the preceding years in 
the current averaging period (years 1 to 10) and dividing the sum by the number 
of years to date (11). ‘The rate schedule of the current year (year 11) is then 
applied to the average net income of that year so found ($9,000). This gives 
the first figure. 

The second figure takes into account the rise or decline in the current year 
(year 11) of the average net income for the period. If the average income has 
increased the individual must go back and pay what he would have paid in the 
preceding years if that average net income had come to him steadily over the 
period. If the average net income has declined he must go back and have repaid 
to him the amount he paid in preceding years in excess of what he would have 
paid if that average net income had come to him steadily over the period. 

If the average net income of year 11 ($9,000) is greater than the average 
net income of year 10 ($7,000) the individual owes a tax on the amount of that 
increase ($2,000) for each of years 1 to 10 of the current averaging period be 
cause he paid a tax on an income of only $7,000 for each of those years. The 
tax on the increase in the average net income ($2,000) is computed at the year 
11 rates applicable to the highest brackets used in computing the tax on the 
average net income for the current year ($9,000). Since the individual owes 
this tax for each of the previous years in the current averaging period (years 
1 to 10) it is multiplied by the number of preceding years in the period (10). 

If the average net income of year 11 (say $6,000) is less than the average 
income for year 10 ($7,000) then the individual has overpaid a tax on the de- 
crease ($1,000) for each of the preceding years in the current averaging period 
(10) because he paid a tax on a higher income of $7,000 for each of those years. 
The tax on the decrease in the average net income ($1,000) is computed at the 
year 11 rates applicable to the brackets next succeeding those used in computing 
tax on the average net income for the current year ($6,000). Since the individ 
ual is entitled to this refund for each of the preceding years in the current aver 
aging period (years 1 to 10) it is multiplied by the number of preceding years 
in the period (10). 

The third figure takes into account the percentage increase or decrease in 
the amount of tax in each of the preceding years of the period. If, for example, 
there was a 10-percent reduction in the amount of tax in each of the preceding 


37746—53—>pt. 1 ~18 
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years (years 1 to 10) the additional tax due to the Government on the increase 
in average net income for each of the preceding years would be reduced by 10 
percent. If, however, the average net income declined, the refund due to the 
individual fo reach of the preceding years would be reduced by the 10 percent 
he deducted when he paid the tax in each of those years. Since the tax on the 
increase or decrease in average net income is the same for each of the preceding 
years, the percentages of the preceding years may be accumulated (100 percent)’ 
and applied to the tax on the increase or decrease in average income already 
ascertained in computing the second figure. 

Three figures thus determine the tax or refund for any year of the current 
averaging period: 

A. The tax on the average net income 
B. (1) Plus the product of— 
(a) the tax on the increase in the average net income and 
(b) the number of preceding years in the averaging period, or 
(2) Minus the product of— 
(a) the tax on the decrease in the average net income and 
(b) the number of preceding years in the averaging period. 
C. Plus or minus the net cumulative percentage of the tax on the increase 
or decrease in the average net income. 

All information necessary, average net income for last and current year, number 
of preceding years in period, net cumulative percentage of increase or decrease 
in amount of tax, and tax rates, can be read off the last return and the current 
return. 

Under the proposal the accounts between the Government and the individual 
taxpayer are settled annually, the process of annual reconciliation keeping the 
individual current with respect to his tax liability. It requires use of only 1 
prior year’s return. And the tax for each year is based upon the average of the 
net income for that year and all preceding years in the averaging period. Rules 
of accounting would be retained, requiring the tax to be paid when income 
is received or accrued. 

The proposal would revert to the 1946-50 system of a basic schedule of rates 
and brackets of income with a percentage increase or decrease in the amount 
of tax. The taxpayer would compute the tax by estabiished methods of computa- 
tion which are intelligible to the ordinary man. 


Mr. Bravman. I am going to change your question to 11 years. 
This is the 11th year, so we assume that 11 years ago the taxpayer 
elected to average income and each year he filed a return similar to 
this one. 

Now we are in the 11th year. He carries forward in each year. 
No. 10, showing the number of years he has been averaging income, 
He also carries forward the average income last year whic h was $7,000. 
Then he multiplies line 1 by line 2 and that gives him the income that 
he earned for the previous 10 years, in this case it is $70,000. 

Now, this year he ee his gross income and deductions. So he 

adds that to the $70,000 and he gets a total income for the entire period 
wl 11 years, of $99,000. "The mn he divides that by the number of years 
in the period, which is 11 years, which ea him the average income 
for that whole period, $9,000. Then he determines the difference 
between this year’s average and last year’s average. In this case 
there has been an increase of $2,000, which means that he owes a tax 
on $2,000 for the previous 10 years. 

Mr. Curtis of Nebraska. For each one of them? 

Mr. Bravman. For each one of them. 

Mr. Curtis of Nebraska. Now, at what rates does hepay that ? 

Mr. Bravman. Let me finish this. He pays the tax on the $9,000 
which is $1,945.80. He computes the tax on the $2,000 at the top 
rates, between the $7,000 that he already paid a tax on and the $9,000 
which is this year’s income. He uses those top rates, this year’s rates, 


In this case 10 times 10 percent or 100 percent 
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and the tax on $2,000, which is $536. He does that for each of the 
10 years. We multiply by 10 and get $5,360. 

You add the two figures together and total tax li: ability is $7,305.80. 

Now, this plan assumes that C ongress is going to have or the Internal 
Revenue Code will have a basic schedule of rates, in other words, the 
brackets we have now, those will be the rates. Then each year as Con- 
gress needs more money or if that rate schedule would produce too 
much money, there would be either a percentage increase or percentage 
decrease in the tax the same as we used in the years 1946 to 1950. And 
the same system is being used in New York since 1938. 

In other words, you “have your basic schedule of brackets of rates 
and you got a 50-percent reduction in New York, down to 40 percent, 
25 percent, and then a 10-percent reduction. 

Congress did the same thing in the years 1946 to 1950, so you do 
not have to open up your past years. Each year is treated exactly the 
way it is now, you report the income the way you do now. You report 
your deductions, get your net income. The three figures determine 
your liability or refund. You use exactly the same method of com- 
putation as you use today. ; 

There is nothing difficult about it. Anyone can understand it. You 
do not open up past returns or recompute taxes the way you would 
have to under 107 or under carryback or carryforward. Everything 
isdone. The net result is that you are always paying your tax on your 
average income. 

Mr. Curtis of Nebraska. This individual who had been earning 
$7,000 a year and in the 11th year makes $29,000, his average over 11 
years was $° ).000 2 . 

Mr. Bravman. Yes, sir. 

Mr. Curtis of Nebraska. So you would tax him for 10 times the tax 
on $2,000 rather than tax once on $20,000? 

Mr. BravMan. Instead of taxing the $20,000 on top of the 9, you are 
taxing at $2,000 at that top grade over the previous 10 years. 

Mr. Curtis of Nebraska. But the rate that is applied is the rate at 
which the larger income was earned ? 

Mr. Bravman. The answer is really “Ne o.” Apparently it seems like 
it is. You always use your current year’s rates but each year there is 
an adjustment made of an increase or decrease in tax 

If you will turn to page 3 of that exhibit you w ill notice that sched- 
ule 9 shows there has been an accumul: ati on of decrease in tax of the 
prev ious 10 years of a net ee reentage of 26 

Now, in this current year, 11th year, say Congress reduced taxes 
by 10 percent, so that there is an accumulation at the end of the 11th 
vear of 36 percent, and these percentage increases and decreases. 
When you throw back this $ $2,000 over the past 10 years you are taxing 
that at the current year’s rates but you are picking up that percent- 
age, increase or decrease in each year—this works out mathemati- 

cally—that if this goes back to the year in which the taxpayer was 
required to pay 10 percent less tax because there was a 10-percent 
reduction, this tax on $2,000 is automatically reduced by 10 percent. 

Mr. Curtis of Nebraska. Some of these proposals for averaging 
income would result 1n a taxpayer having to pay a substantial tax ina 
year that he would have no income. 

Mr. Bravman. That could never happen here. There are three 
methods of averaging income. What you just said happens under the 
so-called moving average. Actually, it is not an averaging system. 
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It is Just using a certain number of years and adding up the income 
of those years and dividing by the number of those years and using 
that as a base for the tax. That base is always more or less than the 
actual income. The result is that as Income goes up you are always 
paying a tax on less than your true income and as income declines 
you are always paying a tax on more than your actual income. That 
cannot happen here. This uses what is known as the progressive 
average. It is the actual income for that period. It is the base for 
the tax and if the income happens to be zero, you get a refund. 

Mr. Curtis of Nebraska. The number of personal exemptions the 
taxpayer might have might go up and down and would not make any 
difference. 

Mr. Bravman. Theoretically, it affects it slightly but it is one of 
those things, it is so minor it can be disregarded. This treats only 
net income after exemptions but theoretically there could be some 
slight advantage or disadvantage to the taxpayer if the exemptions 
were increased or decreased. 

Mr. Curtis of Nebraska. We thank you very much for your ap- 
pearance here. 

Mr. D. R. Matthews, from the State of Florida. 


STATEMENT OF HON. D. R. (BILLY) MATTHEWS, A REPRESENTA- 
TIVE IN CONGRESS FROM THE STATE OF FLORIDA 


Mr. Marruews. I am D. R. Matthews, a Member of Congress from 
Florida. 

I wish to express my appreciation for your courtesy in allowing me 
to appear at this time and make a brief statement. 

It is my understanding that there is on the chairman’s desk at the 
present time a statement submitted by Mr. J. B. Hodges, of Lakw City, 

‘la., concerning some changes which Mr. Hodges feels are needed 
in our present income-tax laws as regards the problem of averaging 
income received for personal services. 

Mr. Curtis of Nebraska. Mr. Hodges’ statement is here and it will 
be incorporated in the record. 

Mr. Marruews. Thank you, sir. 

(Mr. Hodges’ statement follows :) 


STATEMENT oF J. H. Hopces, Lawyer, LAKE City, Fta., Upon Tortc 9, AVERAGING 
OF INCOME 


Proposing the amendment of section 107 (a) to permit the further averaging of 
income received for personal services rendered in more than one taxable period, 
and permitting the exclusion of taxable periods during which a small percent 
of the total services are rendered 


United States Code, title 26, section 107 (a), now stands as follows: 

“Personal Services.—If at least 80 percent of the total compensation for per- 
sonal services covering a period of thirty-six calendar months or more (from the 
beginning to the completion of such services) is received or accrued in one tax- 
able year by an individual or a partnership, the tax attributable to any part 
thereof which is included in the gross income of any individual shall not be 
greater than the aggregate of the taxes attributable to such part had it been 
included in the gross income of such individual ratably over that part of the 
period which precedes the date of such receipt or accrual.” 

The present law requiring that the services must be rendered over a period of 
more than 36 months in order to he averaged under section 107 (a) is inequitable 
because often services will extend over a shorter period of time and should be 
apportioned accordingly. Thirteen months is suggested to permit apportion- 
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ment whenever the services extend over more than 1 calendar year, or into 2 
taxable periods. This is in keeping with the spirit of the present law and would 
permit averaging of income in a more equitable manner. 

This proposal involves the amendment of section 107 (a) to read as follows: 

“PrrsonaL Services.—lIf at least 80 per centum of the total compensation for 
personal services covering a period of thirteen calendar months or more (from 
the beginning to the completion of such services) is received or accrued in one 
taxable year by an individual or a partnership, the tax attributable to any part 
thereof which is included in the gross income of any individual shall not be 
greater than the aggregate of the taxes attributable to such part had it been 
included in the gross income of such individual ratably over that part of the 
period which precedes the date of such receipt or accrual. 

“If less than 20 per centum of the total personal services rendered over a period 
of 36 calendar months (from the beginning to the completion of such services) 
are rendered within any one taxable year by an individual or partnership, such 
tarable year may be excluded by the tarpayer in the optional re-computation 
provided for herein.” [Alterations and addition in italie.] 

The effect of such amendments would be to give the taxpayer an option of re- 
computing his return for prior years in order to spread out some unusually large 
tee for personal services over the taxable periods during which the services were 
rendered, with the option to exclude one or more tax periods in the recompu- 
tation, if the services extend over 3 or more years. 

Such a provision would permit the exclusion of a taxable period when only a 
small proportion of the total personal services were rendered during that period. 

Very often when personal services are rendered in one matter over a period 
of 36 months or more, there will be one taxable period when only a nominal 
amount of the total personal services rendered in connection with the matter 
would occur. The taxpayer should be allowed, at his option, to exclude such a 
period. He undoubtedly worked on other income-producing matters and should 
not be forced to average income into a period when he did not render the specified 
minimum of the total personal services. 

This section as originally added by act of June 29, 1939, was applicable only to 
compensation for services rendered for a period of 5 years or more. By amend- 
ment by act of October 21, 1942, the period specified was reduced from 60 months 
to 36 months. The trend of the cases involving this section would not be dis- 
turbed by these amendments. 

The 1942 and 1944 amendments were made applicable to taxable years be- 
ginning after December 31, 1940. The proposed amendment should likewise re- 
late back at least to 1950. 

It is submitted that these amendments are the logical conclusion of the ap- 
parent theory behind the concept of permitting the taxpayer to average income 
received over the taxable periods wherein the services were rendered. 

The advantages of these amendments are obvious from the standpoint of the 
taxpayer, and the equitable nature of the relief granted thereby is likewise ap- 
parent. The taxpayer should be taxed for the income he receives during the tax- 
able periods when he performs the services. As the law now stands this is not 
possible because: 

(a) Averaging is not permitted unless the period during which the personal 
services were rendered is more than 36 months. 

(b) The taxpayer may not exclude periods when he did not perform a sub- 
stantial percentage of the total personal services rendered. 

The proposed amendments remedy both of these objections. 

It is respectfully submitted that section 107 (a) should be amended in ac- 
cordance with this proposal. 


Mr. Marrnews. Under our present plan of graduated and pro- 
gressive income tax rates, one who receives a fee for personal services 
rendered over a long period of time often has to pay a higher tax on 
the total fee than he would have, had the fee been apportioned and 
received as he went along. Section 107 (a) now attempts to deal 
with this problem somewhat, but this section requires that the period 
during which the services were rendered must cover at least 36 calen- 
dar months. I feel that this provision should be liberalized so as to 
cover a situation where a fee is received in 1 year but is actually paid 
for work done in more than 1 year. Therefore, I yesterday intro- 
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duced H. R. 6126, which provides for averaging of income along these 
lines, which I feel is a fairer and more equitable way to deal with 
this problem than is done at present by section 107 (a). 

My bill, which I introduced at the request of Mr. Hodges and others, 
changes the period during which personal services must be rendered 
from 36 to 13 calendar months, and also provides that if less than 
20 percent of the total personal services rendered over a period of 36 
calendar months are rendered within 1 taxable year, then that par- 
ticular year may be excluded by the taxpayer in the optional re- 
computation provided for under this section. This allows the tax- 
payer to exclude periods when he did not perform a substantial part 
of the total services rendered. 

I shall be grateful if the committee will carefully consider H. R. 
6126, along with Mr. Hodges’ statement, as I believe this bill would 
remedy those parts of the present law which are somewhat unfair to 
professional people. 

Thank you very much. 

Mr. Curtis of Nebraska. We thank you for your appearance and 
the aig 7 mation you have given the committee. 


Mr. Edward McCarthy. 
STATEMENT OF EDWARD McCARTHY, OF JACKSONVILLE, FLA. 


Mr. McCarrny. Mr. Chairman, since submitting in printed form a 
prepared statement I have made a number of interpolations without 
which I feel it is incomplete and if the interpolations were read alone 
they would be incomplete. For that reason I am going to ask the 
permission of the committee to read my statement as I have now 
revised it. 

Mr. Curtis of Nebraska. How long is it ? 

Mr. McCarrny. In printed form it is about 6 pages, and I think 
I will take less than 15 minutes. 

Mr. Curtis of Nebraska. The gentleman has waited around and we 
shall abide by his request. In any event, regardless of how you wish 
to handle it, your full statement, as cor rected, will be the one that 
will goin the record. 

Mr. McCarruy. - _ ink you, sir. 

Mr. Curtis of Nebraska. Please give your full name and address 
and state who you are representing. 

Mr. McCartuy. Edward McCarthy, of Jacksonville, Fla. I do 
not appear here in a representative capacity. I happen to be a member 
of the tax section of the American Bar Association and a member of 
the tax committee of the Florida State Bar and until this spring 
I was a Florida commissioner on uniform State laws. But I do not 
assume to speak for those organizations in a representative capacity. 

Mr. Curtis of Nebraska. We are glad to have you here. You may 
proceed. 

Mr. McCarruy. Mr. Chairman and gentlemen of the committee, 
I propose for the consideration of this honorable conimittee an amend- 
ment to section 107 permitting the individual taxpayer to compute his 
tax on an average annual net income over a period of not more than 
5 years 

I use the figure of 5 years in the prepared statement principally 
because I anticipate that there will be some objection from the Treas- 
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ury and the longer period would be the more objectionable, I am 
afraid, to the Treasury Department. But for my part, from the tax- 
payer’s viewpoint, I see no objection to having a period of longer 
than 5 years. 

As the gentlemen who have preceded me have stated, the hardship 
of steeply graduated rates on personal incomes is exaggerated by 
fluctuations of net income from year to year. The bookkeeping net 
income for an isolated year is an ‘arbitrar y fictional concept. Except 
where income is fixed and nonfluctuating, bookkeeping income for any 

isolated year is not an accurate measure of the recipient’s true eco- 
nomic income or of his true ability to pay taxes. 

At 1953 rates, one who by his industry and the risk of his capital 
has a net income of $100,000 in 1 year, and no net income in any of 
the next 4 years, would pay a total tax of approximately $70,000; 
whereas, the drone of inherited wealth receiving the same income 
from a trust fund spread evenly over the same 5-year period, would 
pay only $40,000, about 438 percent less tax. 

At 1954 rates, $100,000 received in 1 year would pay a tax of $67,000; 
whereas, the same income spread over a 5-year period would pay only 
$36,000, or about 46 percent less tax. 

Of course, these are extreme illustrations but I give them merely 
to illustrate the principle. 

And, when we have reduced tax rates for the low-income years, the 
disp rity is even more startling. 

The Internal Revenue Code has attempted to give only a partial 
relief by providing for the carryover and the c: arrybac k in certain 
eases, and by the provisions of section 107 relating to compensation 
for 36 months or more. These provisions show, I think, that Con- 
gress has recognized the justice and soundness, in general, of the 
principle of averaging. 

But such provisions do not afford adequate relief. The net operat- 
ing loss carryover, for example, fills only partially the deep valleys 
and it does little or nothing to level down the great peaks. It is not 
unheard of for a farmer in south Florida to have a net income of 
$100,000 in 1 year, and little or no income for the next 2 or 3 years. 
And examples of such fluctuations in the net income of artists and 
professional men have already been given to the committee. If such 
a farmer breaks even in the 2 or 3 years, the net operating loss carry- 
over does him no good at all. 

Despite all the ingenuity of the professional accountant, it is still 
true that the book income of a business venture for any 1 isolated 
year can never be really accurate, principally because there can be no 
accurate accounting for the actual wear and tear in each separate 
isolated year; and because obsolescence and losses of various kinds 
do not become apparent until later years. Yet, the obsolescence and 
other losses of later years, in a true economic sense, are really proper 
charges against the profits that were earned before such losses became 
apparent or accurately measurable. 

To illustrate, a taxpayer is permitted to deduct as business expense 
the premiums on his business hazard insurance. But there are many 
business risks which are not insurable. Yet, the losses from such un- 
insurable risks, occurring in later years, should properly be charged 
against the profits of the earlier years, just as surely as the premiums 
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on hazard insurance are now allowed on deductions in the years before 
the loss oecurs. 

The Government is truly a partner of every taxpayer ; and a partner 
should bear a partner’s share of the losses if he is to take a partner’s 
share of all the gains. 

The practice of averaging would not be without very definite ad- 
ministrative advantages. 

In addition to a more accurate and equitable ascertainment of true 
economic income, by using a consolidated period of not more than 
5 years, both the Bureau and the taxpayer would be relieved of the 
annoyance and wasteful expense of a large proportion of the numerous 
controversies which involve short-term depreciation schedules and 
the frequent questions whether a certain deduction or a certain item 
of income belongs in this year or that year. Such controversies would 
be reduced to a minimum by the practice of averaging income. That 
should appeal to the Treasury Department. 

Only a small portion of the whole number of individual taxpayers 
would elect to use the averaging method, because the income of most 
individuals would not fluctuate sufficiently to make averaging worth- 
while for them. Those who would use the averaging method would 
be for the most part the taxpayers in the professions, farmers, the 
owners of unincorporated businesses, and investors. 

Of course, I should not overlook the artists and writers who have 
already been mentioned in these hearings. 

Another advantage from the viewpoint of administration is that 
it would reduce the number of examinations required. For, obviously 
the Bureau would consume fewer man-hours in examining 1 return 
for a 5-year consolidated period than in ex: goecrag 5 separate annual 
returns, each of which would have its own 3-year statute of limitations. 

I recommend that this relief be given on aly to the honest and care- 
ful taxpayer. If, in any year, an individual is liable for a fraud 
penalty or has omitted 25 percent or more of his gross income then, 
for the purpose of averaging income he may not include that year or 
any prior year in the consolidated income on any return filed for that 
year or thereafter. That, also, should appeal to the Treasury 
Department. 

For these reasons, I should think the Treasury would see some ad- 
vantages in giving every individual taxpayer the optional right to 
compute his tax on an average annual net income over a period of 
not more than 5 years, not using an ambulatory period, but using 
successive periods which would not overlap, each period expanding 
progressively from 1 to 5 years. 

To illustrate, after filing his 1953 return in the usual way, then when 
his return for 1954 is filed in 1955, the taxpayer may consolidate his 
income and deductions for the 2 years 1954 and 1953; and the com- 
bined net income for the 2-year period is then divided by 2, and the 
result is the average annual net income which would be the taxable net 
income for each of the 2 years, 

When another year has elapsed, the taxpayer would then be per- 
mitted to consolidate his income and deductions for a 3-year period, 
and compute the average annual net income for such 3-year period, 
dividing by 3 the consolidated net income for the 3-vear period. 

Similarly, when the fourth year and again when the fifth year has 
elapsed, the individual taxpayer would have the privilege of con- 
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solidating his income and deductions for the consolidated period of 
4 or 5 years. 

Every year, as another year is added to the consolidated period, 
and a new average annual net income for that period is determined, 
there would be a recomputation of the tax for every prior | year within 
that period; no such recomputation would ever entitle the taxpayer 
to a refund of any tax previously paid for any such year—I recom- 
mend no refund because I think if I did, this would be most v igorously 
opposed by the Treasury Department—but instead of giving the tax- 
payer a refund, such computation would be for the purpose of deter 
mining the amount of tax currently to be paid. The elimination of 
such refunds also would be an incentive to continued industry; it 
would avoid rewarding the mere gambler, and it would be desirable 
from an administrative viewpoint, and ought to make the plan more 
palatable to the Treasury. 

Upon the filing of a return, based upon the consolidated net income 
of a period of, let us say, 5 years, the tax would be computed for each 
of the 5 years upon the average net income at the rates prevailing 
in each of the 5 taxable years. 

Now, I do not insist on that idea that appears to be at variance with 
what Mr. Bravman just suggested. His thought was that this com- 
putation would always be at the rates in effect for the year for which 
the return is filed. But, Mr. Chairman, I suppose, like a great many 
other details that have to be considered in this program, that is a 
question of policy and would be determined after full arguments pro 
and con. 

From the aggregate amount of tax so computed, there would be 
deducted the amount of tax previously paid for the 4 prior years, and 
the balance would be the amount of tax payable upon the filing of 
the return for the consolidated 5-year period. 

In case the total tax so computed for the consolidated 5-year period 
should be less than the tax paid for the 4 prior years, the taxpayer, 
as I have said, would not be entitled to a refund due solely to the use 
of the averaging method. Averaging would only reduce the tax 
which he would otherwise pay. 

Although not refundable, credit for such overpayments should be 
carried over from one consolidated period to the next, without interest 
thereon. Refunds would be allowed only when attributable to an 
actual overstatement of net income on the return for any year, and 
then only to the extent that the tax previously paid exc eeds the aggre- 
gate tax computed on the average annual net income for each year in 
the consolidated period. I believe that the practice of averaging 
would greatly reduce the number of ordinary refund claims, another 
administrative advantage. 

Where certain deductions are subject to a percentage limitation, 
such as charitable contributions and medical expenses, such percent- 
age limitations should be applied only to the combined deduction for 
the consolidated period. Capital gains and losses should also be de- 
termined for the entire consolidated period and averaged in the same 
manner as the ordinary net income. 

Exemptions and credits for dependents, which may vary from year 
to year, would be deducted only from the average annual net income 
after the average is determined, and such deductions which would 








970 GENERAL REVENUE REVISION 


be allowable would be of course those which were applicable to the 
particular year. 

The joint income of husband and wife for 1 or more years should 
not be consolidated with the separate income of 1 spouse for any 
other year. But the net income of 1 spouse, as determined on the 
joint returns for 1 or more years, could be consolidated with the 
separate net income of the same individual for other years. 

If the general principle is accepted, there would, of course, be many 
details that would have to be worked out by the draftsmen. Some 
of which may involve questions of pei y to be determined by the 
committee. A few of which I shall barely mention. I have not 
drawn a proposed form of amendment and I do not think one could 
possibly be drawn until certain questions of policy, which I have 
already suggested, have been settled, but if the general principle is 
accepted there would, of course, be many details which would, of 
course, have to be worked out by the draftsmen, some of which, of 
course, may be highly debatable. 

One is the question of retroactivity. Should a taxpayer be per- 
mitted to file a return in 1954 and include the income for any prior 
year in the determination of the average? With the limitation which 
T have already suggested, I see no serious objection to retroactivity. 
But I concede that the point may be debatable. Retroactive applica- 
tion should not include any year for which no return at all was filed. 

Another question is, whether the period should be an ambul: atory 
period, dropping 1 year and picking up another. I can see serious 
administrative objections to the use of ambulatory period; and I 
am skeptical of its practicability. 

Another question is, If you use successive periods which do not 
overlap, should the taxpayer have the option at any time of closing 
his consolidated period with any number of years less than 5, and 
starting a new period. I think this should be permitted, because, 
ordinarily, the shorter the period, the greater would be the disparity 
in the average annual net income of one period as compared with 
the next; and this would ordinarily increase the total tax rather than 
decrease it. Therefore, I should think the Treasury would not. op- 
pose the optional period of less than 5 years. The advantage to the 
taxpayer would be that by forecasting he might be able to minimize 
his tax for the earlier period by cutting that period short and throw- 
ing a high-profit vear into a later period in which profits are ex- 
pected to be less. But even though this would in some cases minimize 
the aggregate tax for both periods, it would actually increase the 
amount of tax payable at the time such election is made. 

The income of a decedent’s estate in process of administration 
should be averaged with the income received by the decedent in his 
lifetime only if there has been no distribution of income-paying assets 
while the estate was in process of administration and no deduction 
is taken by the estate for income distributed to beneficiaries. 

Now, the maximum averaging period might be more than 5 years. 
It could be 7 years. It could even be more, as Mr. Bravman has sug- 
gested. For example, the capital net loss may now be spread over a 
period of 6 years, the year in which it occurs and carried forward 5 
years. The operating net loss is already permitted to be spread over 
fA period of 7 years, carried back 1 year, and carried forward 5. So, 
using that as a precedent, if the averaging principle is adopted, the 
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committee might very well think that the consolidated period could 
be as much as 7 years instead of 5. Averaging would reduce to the 
minimum the application of the operating net loss carryover in the 
case of individual returns. Indeed, one who elects to use the averaging 
method should be deprived of the privilege of the operating net-loss 
carryover. Indeed, it probably would not be necessary for him to 
use it. 

One using the averaging method should have full benefit of the 
present capital loss. If I may be permitted in one sentence to venture 
beyond the scope of topic 9, I would say instead of limiting to $1,000 
the capital net loss deduction against ordinary income, a deduction of 
capital net loss against ordinary income should be on a percentage 
basis, say 15 or 20 percent of the ordinary net income instead of only 
an arbitrary limit of $1,000. 

The taxpayer should be permitted to average his consolidated period 
or averaging period so as to derive the maximum benefit from the 
capital net-loss deduction. 

[ thank you. 

Mr. Curtis of Nebraska. Mr. McCarthy, as one member of the com- 
mittee, I feel very strongly that the problem to which you and the 
other witnesses are addressing yourself is a serious one and some 
attempt ought to be made to find a legislative answer. 

Just a question or two about your proposal here. 

Assuming that a taxpayer elects to average his income for a 5-year 
period as set out here and his income rose each year, would it mean 
that at the end of the second year he would file an amended return for 
the first year and compute the further amount of tax on that first year 
and then repeat the same thing in the third year for years 1 and 2 and 
then repeat in the fourth year an amended return for 1, 2, and 3, and 
then in the fifth year an amended return again for the first 4? 

Mr. McCarruy. Mr. Chairman, in practical effect, that result 
would be reached but I would not require a taxpayer to go through the 
form of actually amending the return for the prior years. Now, as 
Mr. Bravman pointed out, who preceded me, whether you use the 

rates that are applicable for the prior years, the matter of computing 
the tax on that additional income, that is, the addition which is due to 
the increase of the average, is a very simple matter. 

To answer your question, I would say that it should not be necessary 
to file an amended return but you would recompute the tax for the 
prior years. 

Mr. Curtis of Nebraska. On the basis of the rates that existed for 
the first year? 

Mr. McCarruy. My suggestion would be to use the rates that are 
applicable in each of the preceding years, respectively. That is my 
suggestion, but I would not oppose Mr. Bravman’s suggestion. His 
suggestion was that you use the rate for the last year with which you 
are working, as I understood him. 

Mr. Curtis of Nebraska. You would go back to the first year to 
determine the number of exemptions? 

Mr. McCarrny. Yes. The number of exemptions, for example, 
for his 1953 income would be determined by what the law allowed to 
a taxpayer for 1953. The idea that I had was that if in later years 
the average annual net income is increased and it would become neces- 
sary to use the new average annual income for 1953, that new average 
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income for 1953 would still use the exemptions allowable in 1953 and 
the tax would be recomputed at 1953 rates. 

Mr. Curtis of Nebraska. Of course, it is conceivable that a tax- 
payer might have a spouse in one of those years with very high income 
and have no spouse in other years. 

Mr. McCarrny. I think I covered that, Mr. Chairman. I suggested 
that the joint income cannot be consolidated with separate income of 
«un individual. The only way the change in marital status could be 
handled by having a consolidated period which extended prior to and 
subsequent to a change in marital status would be that the separate 
income of the individual could be consolidated with that individual’s 
income as determined on a joint return, but I don’t think that it would 
be just to the Government to consolidate the separate income of an 
individual with the joint income of the couple. 

Mr. Curtis of Nebraska. Could you conceive any situation where a 
person might have a substantial tax to pay in a year when he had no 
income ¢ 

Mr. McCarruy. No, Mr. Chairman; I cannot, not with the plan 
1 have in mind. The worst thing that could happen to him is this: 
Suppose he started his consolidated period with a year in which he 
had the most income, I would go along with the Treasury because I 
think that is what they want, and I think it is reasonable that they 
should expect it, when he starts off he has to pay even if he can fore- 
see—suppose he makes a hundred thousand dollars in 1954 and he 
does not anticipate making more than $10,000 a year for the next 4 
years, nevertheless, when that first return for 1954 is filed he has to 
pay the tax on $100,000 income and cannot hold it back. He will never 
get it refunded under my plan, but he can get it credited on his tax 
for the lower income future years. 

Mr. Curtis of Nebraska. We thank you for your appearance and 
the helpful information you have given us. 

Mr. McCarrnuy. Thank you. 

Mr. Curtis of Nebraska. Mr. J. Henry Landman. 

Give your name to the reporter and your address. 


STATEMENT OF J. HENRY LANDMAN, NEW YORK, N. Y. 


Mr. LanpmMan. J. Henry Landman, 50 Broad Street, New York 4. 

Mr. Curtis of Nebraska. In what capacity do you appear ? 

Mr. Lanpman. I represent myself on this occasion in the interest 
of the public. 

Mr. Curtis of Nebraska. You may be seated and proceed. 

Mr. LanpMan. My suggestion is predicated on incentive taxation. 
I suggest that we offer all taxpayers a tax-rate cut as a business in- 
centive to the extent that their annual earnings exceed their moving 
average earnings of their last 4 years. It is excess-profits tax in 
reverse. 

I suggest that. all taxpayers be offered this tax inducement. 

May I illustrate and then I will read. Let us assume we are pre- 
paring the tax return for Mr. A for the year 1953. If for the 4 years 
ending 1952 such an individual averaged $20,000, that would be the 
50-percent bracket if he were unmarried. 

If he earned more than that average of $20,000 in the year 1953, I 
suggest that such a taxpayer get a tax-rate cut, depending on the 
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amount of taxable income that he exceeds his own moving average 
for the 4 previous years. 

Asa matter of fact, I would make it retrogressive. In other words, 
I would offer him a 5-percent tax-rate cut and then a 10-percent tax- 
rate cut, and so on. 

I would offer the same tax inducement to all nein whether 
or not EPT is extended from July 1 to the end of the yee 

As a matter of fact, I personally feel that this is one way of break- 
ing the stalemate between various factions in our Government today 
as to EPT, because it is folly to me to think that we are arguing 
about $800 million when a little man of this kind or an averaging 
plan can earn so much more for our Treasury. 

Our Federal tax structure is destroying our incentives to do busi- 
ness, and with it our national economy is being put in jeopardy. In 
addition to State and local taxes, the Federal corporate tax rates rise 
rapidly from 30 percent to 82 percent, and the individual rates soar 
from 22 percent to 88 percent. Long before these maximum rates 
are reached, human initiative is dampened because of anticipated 
increased tax burdens on profits, and inadequate offsetting tax cuts 
on business losses, except for those in very low income-tax brackets 
who have to work so much harder to earn adequate take-home pay. 
Though it is true that our country has been enjoying its greatest 
prosperity while our tax rates were the highest in the history of our 
country, our national income would have been even greater had it not 
been for our confiscatory tax rates. 

When business initiative is frustrated our national economy suf- 
fers and with it democracy is challenged. A country afflicted with 
economic, political, and social distress is rife for the spread of com- 
munism. Encouraged human initiative is the crux of our way of life. 
We must not curtail it. We are already in the simultaneous throes 
of national deflation and inflation. The steel and other defense in- 
dustries are still prospering while the farming, textile, and leather 
industries among others are undergoing a recession. It is to be 
regretted that the national-defense program stemming from the Ko- 
rean incident is meking it possible for our country to sustain what 
is left of our national prosperity. It seems to some that only an 
accelerated defense program necessitated by a full-dress world war II 
would restore our fuil measure of national prosperity. Businessmen 
in the currently depressed industries attribute their plight to over- 
production, underconsumption, or specifically the dearth of defense 
orders. Economists are prophesying a recession in the latter half 
of 1953, or in 1954. This is a dismal future to anticipate. 

Taxation is the price we pay for our civilization. That explains 
why the Eskimo’s tax burden is relatively lower than ours. This fact 
by no means condones extravagance in Government spending, or 
excuses excessive Government intervention or control over our eco- 
nomic lives. 

But high tax rates in themselves do not assure the Government of 
the necessary revenue to perpetuate our culture. A high tariff for 
revenue ceases to yield income and becomes a protective tariff. Unless 
citizens are willing to take business risks and to make profits, the 
tax yield will not reach expectation. Little wonder that our excess- 
profits tax law is a disappointment to the Treasury. 
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$800 million in Federal revenue is anticipated from the excess-profits 
tax by extending it for one-half year to December 31, 1953. Even with 
this tax we will have a deficit of $914 billion this year, which will in- 
crease our national debt to $272 billion. The forecast of $800 million 
of revenue from excess-profits taxes may not materialize. The national 
recession is spreading. Observe the current slump in the stock market, 
and the adverse effects on business credit resulting from the increased 
interest rates. 

Let us now put an end to excess-profits taxes with all of its inequities 
and iniquities, and revive the incentives of all taxpayers by offering 
them a tax rate cut on their annual earnings if they exceed their 
moving average earnings of their last 4 years. In effect, this proposal 
is excess-profits tax in reverse. 

Tax laws do more than raise Government revenue. They can 
destroy industries, and encourage others. The size of the tax on 
oleomargarine as compared with that on butter decides whether the 
oleomargarine industry will flourish. Depletion-tax deductions in the 
oil and mineral industries are primarily intended to encourage oil 
drilling and mining. Conseque sntly, our Government revenue from 
these sources fluctuates proportionately with the incentive of our citi- 
zens to engage in these industries. It is to be deprec ated therefore that 
our democracy in action is a government of a majority of minorities 
in which the latter all too frequently are motivated by selfish econo- 
mic interests, or are just ignorant of our national welfare. 

We do not want a war or an accelerated defense program with 
all its waste of lives, time, and wealth to perpetuate our prosperity. 
We do not want to revert to price, wage, and salary controls, to pump- 
priming with Government projects, or to Government subsidies and 
ioans. We can put our own businesses in order if the Government 
would restore to us our business incentives for which our country is 
famous. 

The annual revenue loss that our Government will sustain because 
of the expiration in 1953 and 1954 of the excise, excess-profits, corpo- 
rate-income, and individual-income levies will be $814 billion. New 
tax legislation will have to be enacted to restore all or part of this 
revenue depending upon the amount of national sotieidhos that can 
be effected. In the planning for new tax legislation, let the Govern- 
ment consider offering all taxpayers a tax rate cut if their annual 
earnings exceed their moving average earnings of their last 4 years, 
if it is not done at once. The suggestion is simple of application, and 
does little violence to our present tax structure. Our country and 
the Treasury alike are bound to prosper thereby. And let other tax 
proposals eliminate discrimination and relieve unjust burdens iu 
taxation. 

Mr. Curtis of Nebraska. We thank you for your appearance here. 

Does that complete vour statement ? 

Mr. Lanpman. Yes, it does. 

May I say this, please, in behalf of this suggestion ? 

I launched this idea in the Sunday Times in October 1952, and it 
has been ventilated in any number of professional, accounting, and 
tax magazines. The Federal Tax Forum officially adopted the idea 
and presented it before this committee. I am merely elaborating on 
this one idea. I speak in behalf of my self and no one else. 
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Mr. Curtis of Nebraska. I might say to you that in the preliminary 
digest of sient revisions prepared by the staff of the Joint Com- 
mittee on Internal Revenue they have spec ific reference to this. 

Mr. LanpMan. I proposed that. At that time I was speaking for 
the Federal Tax Forum. 

Mr. Curtis of Nebraska. Very definitely, the matter of incentive 
means a great deal in this whole picture. 

Mr. Lanpman. Thank you, sir. 

Mr. Curtis of Nebraska. Mr. Thomas N. Tarleau. 


STATEMENT OF THOMAS N. TARLEAU, REPRESENTING ASSOCIATED 
ACTORS AND ARTISTES OF AMERICA 


Mr. Tarteav. My name is Thomas N. Tarleau. I am an attorney 
in New York and member of the firm of Willkie, Owen, Farr, Gal- 
lagher & Walton, of New York, N. Y. 

I appear on behalf of the Associated Actors and Artistes of Amer- 
ica, an international union affiliated with the American Federation of 
Labor. ‘The Associated Actors and Artistes of America is the parent 
body of the Screen Actors Guild, the Actors Equity Association, the 
American Federation of Television and Radio Artists, the American 
Guild of Musical Artists, the American Guild of Variety Artists, as 
well as various other sm: iller organizations in the entertainment field. 

A few years ago I appeared before this committee on behalf of the 
same union which I now represent, to present the problem which 
existed then aa which has not been alleviated since. T he applic ation 
of sharply progre sive surtax rates under the Federal income-tax 
law, it is generally recognized, is inequitable in respect to individuals 
with irregular and fluctuating income. This inequity is produced by 
the use of an annual accountng period for the measurement of income 
subject to tax. That has been pointed out to you, Mr. Chairman, this 
morning in connection with the income of farmers, ranchers, and of 
other different types of individual taxpayers. However, I think the 
picture would be decidedly incomplete if we did not emphasize the 
problem of the actor and entertainer. They are subject to irregular 
and fluctuating income due to the nature of the services they perform, 
und the relatively limited period of years during which their services, 
whether for reasons of popularity or physical capacity, may be highly 
compensated, 

The performing artist devotes his entire professional life, and fre- 
quently his personal fortune and borrowings, to the acquisition, en- 
hancement, and preservation of the qualities essential for artistry in 
his field. Since the physical qualities of voice, appearance, supple- 
ness of limb, and the like, are by their very nature diminishing assets, 
the performer has an extremely limited period of time within which 
to derive an income in his chosen field. It is an unusual] singer who 
can earn a livelihood as a singer for more than 10 or 15 years. A 
dancer’s career begins and ends at a very early age. It is the excep- 
tional motion-picture star who is capable of significant earnings for 
any extended period of time. In fact of all of the professions there 
would seem to be none more short-lived than that of the performing 
artist, with the possible exception of the professional baseball player 
or boxer. 
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During his limited career the performer experiences sharp fluctua- 
tions of income. An extremely lucrative season is often followed by 
a season of unemployment. Whereas the earnings of the average 
professional person, if charted on a graph, would Teflect a par abolic 
change, the chart of the performing artist would reflect a jagged series 
of peaks and valleys. 

For example, it has come to my attention when I went into this 
problem that a singer will go on a tour in 1953, will be booked by 
Judson, or one of the big musical agencies. In 1954 that singer will 
be urged not to go on any tour. He has been on a tour in 1953; now 
in 1954 you just have to stick with your earnings in 1953. It is unwise 
for you to do anything but practice your songs and develop your 
repertoire, and in 1955 the public will be re: idy to see you again. 

In other words, there is a typical instance of where you are engaged 
in your professional endeavor for 2 years or 3 years, but actually your 
income comes in on only one of those 3-year per iods. 

That is one type of instance of the rather highly compensated pro- 
fessional artist that goes on tour. We have the problem—and it is 
a very serious problem in our union—not only of the highly compen- 
sated artist. because they are only a handful of the union members, 
but taking the problem of the little chorus girl that belongs to Equity, 
which is one of the unions associated with our parent union. This 
little chorus girl has to keep going to the training gym all the time 
whether she is emploved or not; otherwise her endeavors as a dancer 
will become so she will not be able to do a job. She reports to the 
booking office looking for work all the time. 

The union is interested in seeing that the kid gets a job in, let us 
say, Me and Juliet, which is now on Broadway. She gets a run-of- 
shows contract, and if she is lucky, say, the show runs a year. 

Well, lots of girls are not employed. The next show comes up, and 
let this other kid get a job. Let this one wait a while, await her turn. 

The amount of people in the entertainment business is in excess of 
the capacity of the theater or entertainment field at any one time to 
absorb them all. It has to be so if we are going to keep a healthy 
entertainment business. We can’t see the faces over and over again. 
But the problem is, that girl has to live on those earnings for the 
period until another show comes along. 

It is almost tragic to see how a girl who has an uncertain future of 
a limited life in a hazardous profession, and who doesn’t know, liter- 
ally speaking, where her next year’s income is going to come from, 
why she should pay, as is indic ated on page 3 of my statement, a defi- 
nite penalty for having one fluctuating income. 

As you see, it runs, in the simple examples that I gave, from 201% 
percent in the lower brackets and in the very low brackets it goes way 
up higher than that; up to 37.28 percent in the $10,000 bracket. 

If we talk, Mr. Curtis, about reducing the income tax of the average 
individual 10 percent, we talk about a tremendous loss to the Federal 
Government in the income tax, and a decided advantage to individuals, 
something to be sought for if we could ever get around to doing it. 

sut here are these people who don’t want, ‘and we are not asking 
for, a 10-percent reduction, but what amounts to add sometimes as 
much as 20 percent more taxes they pay than persons with the same 
income, merely because of the fact that they have unfortunately 
placed in a profession with fluctuating incomes. 
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We have called it to the attention of the Congress previously. 
I did in 1947; and because of the exigencies of the revenue and the 
tax revision that has been sought for since 1948, nothing really has 
been accomplished. 

There are, as you know, and as has been pointed out previously, 
mitigating provisions of various kinds dealing with irregular incomes. 
They don't do us any good. Section 107, net-operating-loss deduc- 
tion, capital loss carry forwards, the installment- sales provisions 
are of no benefit to the performing actor and artist. 

We feel that any step which can be made in the direction of the 
averaging of incomes and giving a break to persons who are subject 
to irregular and fluctuating incomes would be a step which would 
lead to a vast improvement in our internal-revenue system. 

We have suggested the last time we appeared before the committee 
the simplest type of amendment. Mr. Bauman had given you a very 
interesting and very detailed explanation of a very comprehensive 
form of averaging. He is one of my committee chairmen, and very 
proud of the job that Mr. Bauman has done. 

We, however, were more modest in our approach for very practical 
reasons, as Mr. McCarthy was, who appeared just. be fore me. We 
have suggested a very simple averaging device; the 5- year period 
starts any time the Congress designates, as the period during which 
the 5-year averaging could obtain. 

Our general proposal was as was outlined in the previous legisla- 
tion that was submitted: That the tax on the income of any 1 year 
could not exceed the average income for that year, and the previous 
years, the averaging period. We did not ask for any refunds, and 
in none of our situations did we open prior years. It was only a 
tax on the current year. 

It was measured by the average income of the previous years of 
the averaging period. As has been pointed out to you, the matters 
of policy that are involved in any proposal for averaging are numerous 
and serious. 

You can take the attitude as Mr. Bauman suggested. You can take 
a very conservative attitude, such as has been suggested by myself 
yreviously and by Mr. McCarthy. That is not in any criticism of 

{r. Bauman’s proposal. It is merely a suggestion of where it is most 
sensible to start and more practical to make any averaging. 

The thought I would like to leave with you and like to have per- 
mission to insert my statement in the form in which it was presented 
to you is merely this: That as our income-tax rates continue to be 
high and as the burden of the income tax looks as if it has to be 
continued indefinitely, the problem of persons continuing in the pro- 
fessions under such a system becomes much more grave. These high 
rates can no longer be considered merely temporary emergency rates. 
They are rates they will have to live with perhaps for the rest of their 
professional lives. 

The opportunity, therefore, to do them some good, to enable them 
to live under this system, I think, is presented to the committee once 
more, and I do hope that your staff will find some means of suggest- 
ing an averaging device that will be of assistance to us. 

Of course, ‘T would like to make the same offer that others have 
done, to assist in any way possible in the study and deliberations of 
this averaging problem, with the experience of our members. 

37746—53—pt. 1——19 
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Mr. Curtis of Nebraska. Mr. Tarleau, I am sure it can be of help. 
Your entire statement will be received and put in the record. 
(The statement referred to is as follows :) 


STATEMENT oF THOMAS N, TARLEAU, REPRESENTING ASSOCIATED ACTORS AND 
ARTISTES OF AMERICA 


Mr. Chairman and gentlemen, I am Thomas N. Tarleau, an attorney and 
member of the firm of Willkie, Owen, Farr, Gallagher & Walton, of New York, 
N. Y. I appear on behalf of the Associated Actors and Artistes of America, 
an international union affiliated with the American Federation of Labor. The 
Associated Actors and Artistes of America is the parent body of the Screen 
Actors Guild, the Actors Equity Association, the American Federation of Tele- 
vision and Radio Artists, the American Guild of Musical Artists, the American 
Guild of Variety Artists, as well as various other smaller organizations in the 
entertainment field. 


STATEMENT OF PROBLEM 


A few years ago I appeared before this committee on behalf of the same union 
which I now represent, to present the problem which existed then and which 
has not been alleviated since. The application of sharply progressive surtax 
rates under the Federal income-tax law, it is generally recognized, is inequitable 
in respect to individuals with irregular and fluctuating income. This inequity 
is produced by the use of an annual accounting period for the measurement of 
income subject to tax. To a lesser degree the problem is also created by the 
absence of any provision for carrying forward unused personal exemptions, and 
from the failure to provide adequately for carrying forward losses. A multitude 
of individual taxpayers are affected as a result of the irregular fortunes of 
business ventures, cyclical fluctuations, the irregular incidents of capital gains 
and losses, variations in corporate-dividend distributions and other factors. 
Certain classes of indivduals, however, notably actors and athletes, are peculiarly 
subject to irregular and fluctuating income due to the nature of the services 
they perform, and the relatively limited period of years during which their 
services, whether for reasons of popularity or physical capacity, may be highly 
compensated. 

The performing artist devotes his entire professional life, and frequently his 
personal fortune and borrowings, to the acquisition, enhancement, and preserva- 
tion of the qualities essential for artistry in his field. Since the physical qualities 
of voice, appearance, suppleness of limb and the like, are by their very nature 
diminishing assets, the performer has an extremely limited period of time within 
which to derive an income in his chosen field. It is an unusual singer who can 
earn a livelihood as a singer for more than 10 or 15 years. A dancer’s career 
begins and ends at a very early age. It is the exceptional motion-picture star 
who is capable of significant earnings for any extended period of time. In fact 
of all of the professions there would seem to be none more short-lived than that 
of the performing artist, with the possible exception of the professional baseball 
player or boxer. 

During his limited career the performer experiences sharp fluctuations of 
income. An extremely lucrative season is often followed by a season of unem- 
ployment. Whereas the earnings of the average professional person, if charted 
on a graph, would reflect a parabolic change, the chart of the performing artist 
would reflect a jagged series of peaks and valleys. In his good years he falls 
into relatively high surtax brackets leaving him often too little to tide him over 
through the season of idleness which may follow. Since the Federal tax laws 
are predicated upon an annual accounting period, the performing artist in the 
short period of his career, is precluded from saving for his postcareer days and 
old age. His limited career, however successful, having come to an end, the 
performer is often obliged to earn a living in a less lucrative field. 
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A few examples which are incorporated in the following schedule will illustrate 
the penalty paid under the present law by taxpayers having irregular income. 





| 
| Ageregate tax on | 


column A net | gojumn A net 


Column A | Column B | Column C Column D 


Percentage 


mm | 
‘ y wice 
Tax on twic excess of tax 








Net income | income received | aS (column C 
| in 2 successive | — ne over column 
years | aga B) 

SE ctcbatcouspudeasene chvwa ~aideesuee $2, 956 = 56 
8, 116 1.23 
$10,000_-- idewbns ceddsubenedadeentemoedseueséuaee | ow 87. 28 
SE BOR codicmn ccanddccnsbeune caeacapeconnacs sane shell 28, 916 z . 
M sate iiecade narennaaane a 70, 216 21. 41 
$50,000 een 20, 2 a1. 41 
| i eee eee _ é 160, 716 14. 36 





I would like to point out that the foregoing schedule shows the problem of 
fluctuating income to be of the greatest relative importance to those taxpayers 
in the upper middle-income brackets, rather than the highest income brackets, 
and that the penalty is substantial even in the relatively low-income brackets. 


PRESENT MITIGATING PROVISIONS 


The Internal Revenue Code now contains several provisions which permit a 
partial mitigation for irregular income. ‘Thus: 

(a) Personal service compensation and back pay: Section 107 of the Internal 
Revenue Code provides under certain conditions for a limitation on the tax 
attributable to amounts received as compensation for personal services and 
as gross income from patents or copyrights covering literary, musical, and artistic 
compositions, where the services producing such income have been rendered over 
a period of 36 months or more. The same section provides a limitation on tax 
attributable to amounts received by an individual as back pay. In each of these 
cases, the limitation has the effect of restricting the tax payable currently to the 
aggregate amount of additional taxes which would have been due for the current 
year and preceding years had the specified income been received proportionately 
over the period during which the services were rendered. 

(b) Net operating loss deduction: Sections 23 (s) and 122 of the code provide 
a 1-year carry forward of net operating losses subject to certain conditions. 
This relief is not now available to the performer. 

(ec) Capital loss carry forward: Section 117 (e) of the code provides a 5-year 
earry forward of capital losses. 

(d@) Installment sales: Section 44 of the code provides an installment basis 
for reporting income derived from sales of realty and personal property subject 
to the conditions set forth therein. 


PROPOSED LEGISLATION 


The present provisions of the Federal income-tax law to which I have referred 
mitigate the effect of using an annual accounting period somewhat. It will be 
agreed, however, that none of these provisions adequate offset the effect of 
progressive surtax rates on fluctuating income. I suggest that relief from 
progressive surtax rates is necessary, in the interest of equity, with respect to 
irregular income from whatever source derived, and that adequate relief may 
be accomplished by revising the law to provide a credit, or limitation of tax, based 
on the averaging of income over a given period of years. 

I have reviewed averaging legislation enacted in other tax jurisdictions, and 
have examined much of the available literature dealing with the problem. I 
would like to present to you, very briefly, a summary of the various methods of 
averaging, which are available for the basis of legislation : 

(a) Method of averaging 

Three methods of averaging are generally proposed : 

1, Simple averaging: The use of a simple average contemplates that at the 
end of a given period the taxpayer shall be entitled by proper election to a credit 
against the tax otherwise due for the current year, or a limitation of such tax 
measured by the excess of taxes actually paid during the years included in the 
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averaging period over amounts which would have been paid as taxes if the income 
received by the taxpayer in each year of such period had been the average of 
his entire income for all years within the period. Under this method the income 
of any one taxable year enters into the computation of the averaging credit only 
once, and the credit is available only with respect to taxable years, constituting 
the final years in successive averaging periods. This method meets with the 
broadest approval. 

2. Running or moving average: Under the running or moving average, the tax 
for each taxable year is computed by reference to the average income over a 
certain number of preceding years, and the taxable year. This method has been 
adopted in most cases where averaging legislation has been introduced in other 
tax systems, and in general the method has not worked well. The general 
objection to the method centers upon the administrative difficulties which are 
encountered with respect to the introduction and discontinuance of the method 
in the case of a given taxpayer. Another substantial objection is that the use of 
such method in certain cases requires taxpayers to pay taxes in years of low 
income based upon the higher income of prior years. Such a result would be 
particularly distasteful to taxpayers, and furthermore would introduce serious 
problems of collection. The method would not, moreover, be administratively 
feasible if taxpayers were given an option as to its application. 

These objections have been substantially eliminated under the Canadian law 
which provided for the averaging method to operate as a credit against and 
a limitation of the tax for the current year rather than as a basis for the compu- 
ation of the tax for such year. In that form, the running or moving average 
appears to me to be a reasonable alternative to the simple average, with the excep- 
tion that it is still objectionable on the ground that the effect of one or more 
abnormal years is unduly exaggerated. 

3. Progressive average: In order to be complete, I should mention the progres- 
sive average which has been advocated by certain students of the question, al- 
though I consider the method too complicated for any serious consideration in 
connection with averaging legislation. The use of the progressive average con- 
templates that the tax for each year would be based upon the average of the 
income for that year and preceding years within a given period, but that there 
would be introduced the concept of “adjusted total income” for the purpose of 
reflecting the discounted value of tax payments over a certain period by adding 
compound interest on taxes paid to total income. I think you will agree with me 
that we should lay aside any further consideration of this method. 


(B) Period of averaging 

Selection of a proper period for averaging income is primarily a matter of Judg- 
ment involving a consideration of economic factors, as to which I do not wish to 
express any decided opinion. I would like to point out, however, what in my 
opinion are the limiting factors, namely, the administrative disadvantage of too 
long a period, and the inadequate relief and distortion produced by too short a 
period. It is my best judgment that a 5-year averaging period is desirable. 


CONCLUSION 


In conclusion I should like to thank the committee for the opportunity of being 
heard in connection with this problem which is now being considered by you. I 
believe that the need for relief of the type I have proposed is evident. I am pre- 
pared, if the committee desires, to cooperate with its staff in the preparation of 
a bill to accomplish these objectives. The Associated Actors and Artistes of 
America, for whom I appear today, will be pleased to furnish any additional sta- 
tistical or other information which may be of value to the committee in consid- 
ering the problem we present. I respectfully submit that the existing inequities 
ean be considerably mitigated by averaging legislation. 


Mr. Curtis of Nebraska. I have just a question or two on what you 
term simple average. Do you mean by that one of these actresses or 
artists for over a period of 5 years, if 3 years they have substantially 
low income and all their income is bunched into 1 or 2, that they 
would pay on the same basis as if they had earned a fifth of that in 
sach of the 5 years? 

Mr. Tarteav. Precisely. 

In my statement I make mention of the three generally proposed 
types of averaging. The simple average, the running or moving 
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average, and finally the progressive average, which is a very com- 
plicated system which has been proposed which I won’t go into. 

In the simple average, the one in which you just arbitrarily elect 
to selert the 5-year period and average over that 5-year period, let 
us say, 1953 to 1958, then you start all over again, 1959 to 1964. Of 
course, you are only averaging each 5-year period, you are not averag- 
ing 10 years. 

That is the simplest, the crudest—it must be admitted, much cruder 
than Mr. Bauman’s theory, but one at least which would be making 
a start in the direction which would be extremely helpful. 

The running or moving average is a tax for each taxable year 
computed by reference to the average income over a certain number 
of preceding years and the tax payable year. 

That is in a sense perhaps a more sophisticated method. The prob- 
lem that arises there, as the Treasury has pointed out to me at least 
in conferences, that a good year is repeated several times and a bad 
year is repeated sever ral times. If you start with the year 1 and you 
have a loss in the year 1, that loss is averaged with the income for the 
years 2, 3, 4, and 5. If you keep that moving thing going 6, 7, 8, 9, 
10, that loss keeps on being reflected for a considerable period of time. 
And, of course, a high period of years would be reflected for some time. 

Accumulative effect of losses is one of the things that is worrying 
the Treasury about that particular method of average, simple method 
of averaging, such as I propose here and was previously proposed to 
you. It may be, in some respects, faulty as a very fine mathematical 
instrument. However, it is a practical system, and since the tax- 
payers now have nothing to resort to, it certainly would be an ex- 
tremely welcome method of computing their income. 

Mr. Curtis of Nebraska. I will again state that I think this is a 
problem that has gone long enough to merit an attempt to legislate 
some answer. 

Perhaps I overemphasize this. That is, I have a little fear that 
will provide for the payment of any plan for the payment of a tax 
in a year when there is no income. Would your proposal involve 
that ? 

Mr. Tarteav. No. And my statement explains why it would not. 
At least in two other taxing jurisdictions the plan fell down. It fell 
down in England and had tobe abandoned. And I believe it fell down 
in the State of Wisconsin, where you average the poor year with the 
good year and turned out with the tax for the poor year. 

What we now propose is really a limitation on the amount of tax. 

In other words, to be strictly accurate, mine is a limitation of the 
amount of tax, based on averaging, not an average tax, but a limita- 
tion based on the averaging. “You pay the tax for the current year 
or that average; whichever is the lower, so it is. 

Mr. Curtis of Nebraska. You pay it currently when earned, but 
giving the same effect? 

Mr. Tarteav. That is right, sir. 

Mr. Curtis of Nebraska. We thank you very much for your ap- 
pearance. 

Mr. Tarteav. Thank you. 

Mr. Curtis of Nebraska. There is a vote on the floor. Mr. Mason 
will take over now. 

Mr. Mason. The next witness is Mr. Lawrence H. Kandel, certified 
public accountant, of Philadelphia, Pa. 
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May I say this for the benefit of witnesses and others, we have been 
battling in the House on some bills from the Ways and Means Com- 
mittee. That has kept us there. We are very sorry. We should 
have a full roster here rather than one lone Congressman, but your 
testimony will be printed in the record and we will have the benefit 
of it. 

You may proceed. 


STATEMENT OF LAWRENCE H. KANDEL, C. P. A., FISHER & KANDEL, 
CERTIFIED PUBLIC ACCOUNTANTS, PITTSBURGH, PA. 


Mr. Kanpeu. Thank you, sir. 

My name is Lawrence H. Kandel, certified public accountant, of 
Pennsylvania. I represent my firm, Fisher & Kandel. 

In the paper which I prepared and submitted to you, I have included 
four aims of a tax-changing proposal, 4 basic concepts which I believe 
should be considered in the formulation of a tax- -imposing or tax-ad- 
justment section of the Internal Revenue Code. Prior to the reading 
of this paper, I should first like to expand to a limited degree each of 
these four aims which are merely listed without enlargement in the 
paper. 

Aim 1: The inequities that exist between taxing the stable income 
producer and the erratic one should be equalized to the greatest pos- 
sible extent. 

Because our taxing period is limited to a period no greater than a 
year, certain hardships are worked on a business whose business 
cycle cannot be accurately measured by the artificial period of a year’s 
duration. Some businesses depend for their success on a particular 
kind of seasonal weather, some businesses depend on people’s tastes, 
all but service businesses depend on a continuing source of supply 
of merchandise or materials, and al] business depend on a continuing 
supply of adequate labor. Adverse conditions with respect to any of 
the basic reasons listed above produces a poor or poorer business year. 
A particular business, the income of which has fluctuated, will find 
the following condition existing, as shown in the table, when its income 
after taxes is compared to a business enjoying a relatively stable 
income. 

(The table referred to is as follows:) 


Effect of the present law on the erratic income producer 





























Company A Company B 
Annual Income Annual Income 
income tax income tax 
engstaeqniintpinrntettnaannnmatibin | 
First year____- . $50, 000 $22, 672 $100, 000 $57, 832 
Second year ; 50, 000 22, 672 0 0 
| — — —_— ee --|j—-— — -— —— — 
Total incom¢ ae iaetaedll 100, 000 |._... 100, 000 |. = 
ee i i el ce tad 45, 344 - a 57, 832 
VSS. |-_ _ — SS ST = Ss 
Excess tax paid by reason of inequity in the present law --|--- | 12, 488 








Assumptions; (1) Tax computation is based on the filing ofa joint return. (2) Income shown is amount 
subject to tax. 
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Mr. Kanpew. I do not mean to imply that the above illustration sets 
forth the only inequity in income taxation. I only wish to set forth 
that partic ‘ular inequity that can be solved or minimized by the averag- 
ing of income. 

Aim IT: The impact of the high surtax rates on the financial posi- 
tion of the new and/or growing company should be minimized. 

Within the scope of my experience, either personal or that gained 
by research and conversation, I have attributed the most common pri- 
mary cause of business failure to the inadequacy of capital. It is most 
difficult on the part of a business adviser to implant in a businessman 
the conservatism practiced by the certified public accountant. This 
unbounded enthusiasm of the businessman in the realization of the 
successful operation of his business in the early years has caused him 
to embark, and naturally so, on an expansion program. In most cases 
growth cannot be slow and gradual. 

A plant must be acquired for more than current needs, machinery 
must be acquired which, at the least, must meet current demand and 
with reserve adequate to take care of breakdowns, inventory on hand 
must be increased and the accounts receivable inevitably grow. If the 
business is increasingly profitable in each succeeding year or if a 
satisfactory income can be maintained, the business may be able to 
succeed with even a limited investment, but if 1 year’s income falls off, 
immediate and serious difficulties will be present. In the prior year, 
funds may have been available to pay income taxes without borrow- 
ing; in the instant year, the decline in business income, even though no 
operating loss was sustained, could seriously jeopardize the financial 
structure of the business. The ability to recover at this time some of 
the income taxes paid at the higher surtax rates would do much toward 
reinforcing the financial structure of the business. 

Aim III: Tax laws should aid in the preservation and prosperity of 
~ach individual business. 

This concept regarding tax legislation is more general than its two 
companion preceding aims. It is similar to the second aim set forth, 
yet [ have listed it separately for this reason: Tax legislators should 
be intensely aware of the impact of taxes on small business. While I 
am not here to particularly advocate benefits to be given to the small- 
business men, I am here to present the view that the small-business 
man should be compensated for the disabilities in being small in 
business. 

The success of small business is essential to the continued growth of 
this country in the manner in which we have come to respect and love— 
that is the freedom of competition and fair play. Unfounded and ill- 
conceived taxation can do much toward the elimination of these 
freedoms. 

Aim IV: Provision should be made so as to create a future value of 
the tax dollar. 

We are all too familiar with the cartoon depicting the man on an 
expense account out for an evening’s entertainment as compared to the 
same man in the pursuit of entertainment when he must pay the bill. 
This same situation applies to businessmen whose incomes reach the 
higher surtax brackets. The lavish business parties, remodeling of 
business offices, acquisition of assets or expenditures for other items to 
which a CPA would be hard put to certify as being assets, purchased 
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principally on the basis that Uncle Sam is paying most of the bill, 
certainly presents a problem to which some attention should be given. 
The legislative proposal set forth in the paper prepared for this com- 
mittee is a forward step in the creation of such a value in the tax 
dollar. 

While none of us will ever enjoy paying taxes, progressive taxation 

can do much toward, if not aiding at the least not injuring the growth 
or maintenance of business. 

Income averaging : Our constant but ever-changing income-tax laws 
are based for the most part on theoretical ability to pay. For indi- 
viduals the tax rate increases progressively, income increases within 
the arbitrary taxing period of the tax year. Some allowances have 
been made in this arbitrary taxing period. These, however, are more 
or less fringe adjustments to the heart of the income-averaging prob- 
lem. 

Any proposal aimed at effecting a reduction in Federal revenues 
must take into consideration the basic purpose for income taxation 
and should as well take into consideration benefits to be derived from 
the proposal other than a cash reduction in the yearly tax bill. On 
behalf of the Government, required revenues are needed yearly for 
its operating functions. A system of averaging income that severely 
nullifies the effect of the progressively higher surfax rates means 
that some other form of taxation will have to be utilized or some other 
benefit in the Internal Revenue Code will have to be changed or 
eliminated to compensate for this loss of revenue. Also, we, as a Gov- 
ernment, need the progressively higher surtax rates as a stopgap 
against inflationary pressures even though the high tax rates them- 
selves contain seeds of inflation. Certainly we need a system of taxa- 
tion which is no more cumbersome than it is at present. 

On the other hand, taxpayers’ businesses should not be adversely af- 
fected by the higher surtax rates nor should certain transactions be 
consummated predicated principally on the small residual value of 
the pretax dollar. We must create benefits in the Internal Revenue 
Code which will tend to eliminate such moves in the future. In ad- 
dition, when considering any plan dealing with the averaging of in- 
come the effects of that plan in a period of declining income must be 
measured. The prospect of paying a portion of a prior year’s or years’ 
delayed tax in a period of declining income does not appeal to me. 

I should like to see legislation enacted that will: 

1. Equalize to the greatest possible extent the inequities that exist 
between taxing the stable income producer and the erratic one; 

2. Minimize the impact of the high surtax rates on the financial 
position of the new and/or growing company; 

3. Aid in the preservation and prosperity of each individual busi- 
ness; and lastly, 

Provide a future benefit of the tax dollars paid. 

The averaging provision advocated in order to accomplish at least 
in part the des ired aims as set forth above would only come into play 
in a period of declining income. It would have no effect on a taxpayer 
whose income in each succeeding year is larger or the same as the year 
preceding. It only involves 2 years—the year for which the return is 
due and the year preceding. It seeks only to recover taxes paid as a 
stimulant to the unincorporated business and businessman. Special 
provision would have to be made, of course, in the event of a change 
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in the reporting basis in the 2-year period, such as in incorporation of 
partnership or corporate liquidation to partnership, single return to 
joint return, and so forth. Briefly, set forth following, is the method 
of caluculation: 

If the income in the first preceding taxable year was greater and 
the basis for computing the tax is the same in each year, combine the 
incomes for the 2 years and calculate the simple average. Compute 
the tax on the average income and double this amount. “Subtract this 
amount from the total of the tax paid in the first preceding year and 
the tax due for this instant year. The difference is a credit against 
the instant year’s tax to be treated in the same manner as a payment 
of estimated tax. 

Two illustrative cases are set forth in the tabulation in our state- 
ment showing the actual computations and the effect of the proposal. 

(Tabulation referred to is as follows:) 


ILLUSTRATION I.—Income tar as normally computed 





Annual | Income 





























Income tax 
First preceding year $100, 000 | $57, 832 
Subsequent year. 0 0 
 untciendnntierie ie tiiemnaduadieknmeainied minila mein 100, 000 57, 832 
ILLUSTRATION II.—IJncome tar as normally computed 
ye Company B 
Annual os Income 
income tax 
cnn —_ a 
First preceding year nndb nnd caetbadetdetiblcidnisadiiebdatciathinteeiets d Ee $70, 000 3 $36, 112 
I  o . iceccemmneun bide PR ae elite ed 30, 000 10, 572 
NO ten ok ad tt th lane nellbiniio wish bana adeal ce aeseuitatdee ” 100, 000 | 46, 684 


Assumptions: (1) Tax computation is based on the filing ofa joint return. (2) Income shown is amount 
subject to tax. 


Tax  coarape as proposed in subsequent year 


Illustration I | Illustration II 


1, Income in first preceding year_....... d . shes ‘ $100, 000 | $70, 000 
2. Income in subsequent year... -- - wate 0 30, 000 
3. "FOCe] TASRNG FIP BONNE. nc < cc cccapaneesbe+de ‘ aa ; 100, 000 100, 000 


4. Average income (line 3 divided by 2)_........--..- a 50, 000 
. Tax on average income___-_-- ; “ > 

6. Tax due for 2-year period - . 
7. Tax paid in first preceding year 
8. Refund to be received 





9. Tax to be paid............. i. “ . 9, 232 


Mr. Kanpet. In the first illustration, the business taxpayer would 
receive a refund of $12,488 in the year in which income subject to 
tax was $—0—. Certainly the receipt of a refund in excess of 20 
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percent of the tax paid in the previous year will do much toward cre- 
ating a sense of value in the payment of income taxes and will do 
much in alleviating the evils associated with the higher surtax rates 
as set forth in the proposed four aims of legislative tax policy. 

In the second illustration, the tax to be paid in the subsequent 
year would be reduced by only $1,340. The actual effect of this 
proposal, therefore, is only substantial when income varies consider- 
ably and only when there is a real need for such benefit. It would 
appear that the short-term cost of the enactment of this proposed 
legislation would be modest in amount particularly when compared 
to the real value of the economic benefits to be realized. 

Mr. Mason. Mr. Kandel, does that complete your full statement? 

Mr. Kanpew. Yes, it does, sir. 

Mr. Mason. I am a little interested and intrigued by your refer- 
ence, on page 5 of the first part of your statement, to what has been 
going on in connection with this excess-profits tax and some of the 
testimony which we received when we were considering that, where 
you say that they are not very careful in their expenditures because 
Uncle Sam has to pay the bulk of it. 

Mr. Kanpev. I am sure you are more familiar with that than I 
am, sir. 

Mr. Mason. In connection with your proposition for income aver- 
aging and your complaint against the surtax amounts, may I ask 
you which would give the most relief to the small corporations that 
are rapidly growing and expanding, the repeal of the excess-profits 
tax which weighs very heavily because during the base period they 
were just starting out and making probably no profits to speak of; or 
if the Federal Government has to have the 600 or 800 million that 
it is to bring in. 

Would you say the small corporation would be helped more by the 
repeal of the excess-profits tax and adding 1 or 2 percent to the sur- 
tax in the corporate rates? 

Mr. Kanpet. Yes; there is no question about that. 

Mr. Mason. That is the one thing that we cannot get the Secretary 
of the Treasury and the administration to see—that 1 or 2 percent 
spread over all corporations, in their corporate surtax, would bring 
in the same amount of money, and would be so much better and so 
much more relief to the young, fast-growing corporations that we 
need to keep growing in order to take up the 600,000 or 800,000 new 
laborers that are coming on the market each year. And that was the 
reason some of us did not want to extend the excess-profits tax. 

We realized that it was choking off the goose that lays the golden 
egg for our Treasury, and the 150 or more corporations who testified 
here about the shackling effect of the excess-profits tax, they actually 
said, “We will pay 3, or 4, or 5 times more into the Treasury next 
year if you allow us to expand and take the shackles off than we are 
going to pay under the excess-profits tax.” 

And the concern from Auburn, N. Y., making refrigerated units 
for homes, air-cooling units, said: 


We have plans which, if this excess-profits tax expires and we can carry 
out our plans, we will pay $100,000 more in corporate taxes at present rates 
and $180,000 more in excise taxes, because we have to pay excise taxes on all 
the units we make, in lieu of the $40,000 that you are going to collect from us 
in excess-profits tax if you extend it for 6 months. 








GENERAL REVENUE REVISION 287 


Now, that is a pretty good offer, I would think, to the Treasury: 
$280,000 in the place of $40,000. And yet they say: “No, sir; we 
have to have the $40,000. We cannot wait until next year to get the 
$280,000.” 

Thank you very much, sir, for your statement, and for listening 
to me. 

Mr. Kanpet. Thank you for your interest in hearing me, sir. 

Mr. Mason. The next witness listed is Clinton B. D. Brown, Esq., 
Washington, D. C, 


STATEMENT OF CLINTON B. D. BROWN, WASHINGTON, D. C. 


Mr. Mason. Mr. Brown, do you have a written statement here some- 
where that I can follow? 

Mr. Brown. Mr. Chairman, I regret that I do not. I hoped to 
have one ready, but due to my secretary’s illness all this week and 
other prior commitments, it was not possible to get it ready in time. 
I ask your indulgence, if I may, to make a few observations regarding 
topic 9. 

My name is Clinton B. D. Brown, of Washington, D. C. 

Mr. Chairman, I do not appear in a representative capacity, al- 
though I might say that the subject matter is one which I have an 
interest in because of its possible application at some time in the 
future to some of my clients and possibly to myself in connection with 
fees for personal services extending over a long period. 

I will confine myself to a fairly narrow field as compared with that 
covered by some of the other witnesses. 

I will address myself solely to section 107 (a) and 107 (b). Sec- 
tion 107 (a), relating to personal services performed over a period of 
36 months or more, and 107 (b) relating to gross income from an 
artistic work or invention, the work on which took at least 36 months. 

This involves, of course, the question of averaging. However, it 
covers somewhat narrower field than that discussed by the earlier 
witnesses because I believe some of them took up a situation where 
you have averaging of the entire income of the taxpayer over a num- 
ber of years, in some of which he may have had no income because 
he is a farmer who has a bad crop year, or, in some other cases, because 
he is unemployed in a bad year. 

Section 107, as it stands today, either 107 (a), which applies to 
personal services, or 107 (b), which applies to gross income from 
artistic work or inventions, does not provide for averaging where 
there is no work or no income because of a bad year. Both of those 
subsections apply to a specific piece of work. 

In other words, in 107 (a), the specific piece of work must consist 
of personal services. A lawyer has a job representing a particular 
client in a certain matter. He works at it 4 years. If he meets the 
requirements of the statute and receives at least 80 percent of the 
total compensation in 1 taxable year, or accrues it in that year if he 
is on the accrual basis, he is then eligible for the relief of 107 (a). 

An inventor, composer, or artist who receives gross income from a 
musical composition, artistic work, or a patent covering an inven- 
tion must receive in 1 taxable year at least 80 percent of the total 
of all income he received in prior years, plus the income he receives 
in the current year, plus the income he receives in the succeeding 12 
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months after the close of the taxable year. The figure that he gets 
in the taxable year must be at least 80 percent of that overall total in 
the previous years, the present year, and the 12 months thereafter. 

The basic purpose of both these sections is to give relief to the 
person who receives income in 1 big chunk, or substantially all of it 
in 1 big chunk in 1 year, and thereby to give him relief from the 
effect of the higher surtax brackets. 

Section 107 was introduced first in the Revenue Act of 1939. And 
the Revenue Act of 1939 was only a partial step in the direction of 
giving relief because as some of the earlier witnesses today pointed 
out, if you gave complete relief you would average the income over 
the entire period. 

If the lawyer works 5 years and then collects a $50,000 fee at the 
end of the 5-year period, if you gave him complete relief you would 
average the fee over the 5 years and tax him on the $10,000 income 
in each of the 5 years. 

Now, under section 107 as it was originally enacted in 1939, the 
period of service had to be at least 5 years. It is now 36 calendar 
months. 

Also, under the earlier act, not less than 95 percent of the com- 
pensation had to be paid on completion of the work. If you were 
paid 10 percent before completion and got the remaining 90 percent 
at cotagianion: you would not have been eligible for the relief and 
would have been taxed in full on the 90 percent in the calendar year 
when you got it. So it was only a partial step in the direction of 
averaging the income over the entire period of the work. 

Section 107 applied to compensation received in a taxable year 
by an individual in his individual capacity or as a member of a part- 
nership and applied only to compensation for personal services. 

Then, in 1942, 107 was amended, and the original 107 became 107 
(a), and instead of requiring 5 years, 36 months was the period re- 
quired for the length of the work, and the 95 percent requirement 
was eliminated and the present 80 percent requirement qletinnes. 
So that today the lawyer who works 36 months and gets a fee of 
$36,000 at the end of that period, would be eligible provided he gets 
at least 80 percent of the compensation in 1 taxable year. 

Let us assume he worked 3 years and the fee was $50,000. Well, 
80 percent of that would be $40,000. Now, if he is paid at the end 
of the 3-year period and gets $40,000 that year, he is eligible for the 
relief in section 107 (a). 

Mr. Mason. But supposing he gets a third in each year? 

Mr. Brown. Of course, if he got a third in each year, he would 
have had it spread anyway. So he would be all right thenu. But 
if he worked 5 years for a $50,000 fee and he got $25,000 or one-half 
of it in the first year and the other $25,000 in the last year, he would 
not get the benefit of the section at all. So the first recommenda- 
tion which I would like to make to the committee is that—let me say 
before I go to that point: I do not know what the committee has in 
mind, to what extent the committee—— 

Mr. Mason. The committee does not know yet. 

Mr. Brown. I imagine that would be the case, Mr. Chairman. 

But I would like to leave this thought: That possibly the commit- 
tee may plan very extensive revisions which would incorporate some 
of these other far-reaching proposals which have been discussed to- 
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day for averaging of income. In that case, this problem in relation 
to this particular section might become completely academic. 

But if the committee were to conclude that it was desirable not 
to make too substantial a change in the present law, it appears to 
me that another step in the direction of the 1942 amendment could 
correct any inequities in section 107 (a), today. 

Mr. Mason. And that step is what ? 

Mr. Brown. I would recommend that the taxpayer be permitted 
to average—I am talking not about the averaging of income of all 
kinds, but I am still confining myself to the concept of income paid 
for a particular piece of work. 

If he works on the particular job for 5 years regardless of whether 
he is paid 50 percent in the first year and 50 percent at the end, of 
the whole amount the last year, let him spread it. Don’t hold him 
to any such requirement as the 80 percent limitation of today. 

Mr. Mason. Regardless of the amount he is paid in each of these 
5 years in which he is working on the project, he shall spread the total 
amount that he has paid for it at the completion of the project over 
the 5 years; is that it? 

Mr. Brown. I am not sure I would go that far, Mr. Chairman. I 
can see that where he was paid the entire amount in the first year, per- 
haps that should be charged as income for that year. 

However, suppose that he is paid, let us say, 25 percent, and let us 
say it isa 4-year job, so that 25 percent would be one-quarter of the 
total amount; he is paid 25 percent in the first year and then he is not 
paid any more until the competion of the job, and then he gets 75 per- 
cent. ‘Today he would not have the benefit of the section. I think it 
would be fair there to let him spread that over the 4 years at the rate 
of 25 percent each year. 

My second recommendation, sir, would be that greater uniformity 
be achieved in the present sections. 

Section 107 (a) imposes no limit on the period over which you can 
spread ; it has to be at least 36 months. 

Mr. Mason. Thirty-six or more. 

Mr. Brown. Thirty-six or more. But beyond that it can be 5 years, 
10 years. 

The only limitation there is that you have to spread it over the 
period prior to the date of pymest, So if you worked for 36 months 
and you are paid your full fee at the end of the 24 months, if that 
was at least 80 percent of the full fee, you could spread it. But you 
would have to spread it over the 24 months. 

However, if you worked for 10 years and you are paid at the end of 
the period, you can spread the compensation over the 10 years. Now, 
that is only 107 (a), covering personal services. That is not true of 
107 (b) where you have income from inventions or artistic work. 

I have a friend about my age who is an attorney. He told me about 
3 years ago, in 1950—he was approximately 35 at that time—that he 
had spread his distributive share of the fee from his law partnership, 
which is a family firm—this was a fee received in a case on which the 
firm had been working about 25 or 30 years, and he has been with the 
firm only since about 1940, after he completed law school. He told 
me that he spread his portion of the fee back to the time when he was 
4 years old and recomputed his income for each of the intervening 
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years, with the allocable portion of that fee allocated to each year in 
order to obtain the benefit of section 107 (a). 

Mr. Mason. And did they permit him to spread it back to when he 
was 4 years old ? 

Mr. Brown. Yes; they did, because under the present law, under 
section 107 (a), not 107 (b), a partner may obtain the benefit of 107 
(a) even though he, himself, did not perform the work. It was per- 
formed by someone else in the partnership; and also it is not necessary 
that he be associated with the partnership for even the minimum 
period of 36 months. 

There is a recent case where one lawyer associated himself not even 
on a partnership basis, but on a joint venture basis with another at- 
torney. I believe he worked with the other attorney for about 13 
months. The case had been worked on by the other attorney for over 
36 months, but that man came in and worked for 13 months on it. 
Then they were paid and he claimed the benefit of section 107 (a) and 
was upheld. 

In 107 (a), you can spread over an unlimited number of years. I 
think that is equitable, but I think that 107 (b) is unfair to the in- 
ventor or the author who is not allowed to spread his income received 
in a particular year from a book or invention, over more than 36 
months. He has a 36 months’ ceiling put on him. He can’t spread it 
over more than that, although he might have worked on the book for 
4 or 5 years. 

Mr. Mason. Let me follow that to a conclusion. 

I am an author. I finished a book and I worked on it for 3 or 4 
years. But really, maybe I have been cogitating it over longer years. 
Therefore, if the one fellow can bank and spread it over, why can the 
other fellow not? 

Mr. Brown. That I think should be allowed. 

Mr. Mason. Of course, you realize that that leads to absurdities; 
does it not? 

Mr. Brown. I think the case I cited of my friend is an extreme case, 
Mr. Chairman. 

Mr. Mason. Of course, it is, but you see how absurd it could be 
dragged out, you know. 

Mr. Brown. I think you actually would not get into that problem 
with the author or inventor because that again is one of the differences 
between 107 (a) and 107 (b). In 107 (a) the taxpayer does not have 
to be the one who does the work; in 107 (b), he does. So that if the 
author were allowed to spread it over 5 years, assuming he worked 
on the book for 5 years, you would not get into any situation like 
that. 

Mr. Mason. When does an author start working on a book? When 
he starts writing the first chapter or first heading, or what? 

Mr. Brown. Sir, in the Richardson case, which related to an author 
who was in the Navy during the war, the taxpayer began to collect 
material based on his war experiences and notes. I think he was ona 
destroyer or something of that sort. He started collecting material, I 
think, in 1942 or thereabouts, and then I don’t know whether the ship 
he was on was sunk, but in some way all the material was lost; all his 
nD 


otes. 
And then he later—well, I think he continuously worked on the proj- 
ect, but he did not include in his final book some of the earlier material 
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which had been lost. And the Commissioner held that he did not begin 
the project until a later date. He contended that he began it at the 
very start, and he was upheld by the court. 

Another discrepancy between the two sections is that the personal 
services section, 107 (a), provides that you shall allocate the income 
ratably over the part of the period which precedes the date of payment 
or accrual. So that if the man works 36 months on the thing and let 
us say the 36 months ends December 31 of this year, if he is paid on 
October 1, 3 months earlier, he can only spread it over 33 months. 
Thus the date of payment controls. 

On the other hand, under 107 (b) he has to spread the income 
ratably over that part of the period preceding the close of the taxable 
year. So the inventor or author could be paid on October 1 of this year, 
and let us say his 3-year period ends on December 31, the same as the 
other fellow. Yet he would be able to spread the income over the 
entire 36 months. 

Now, I can see no reason at all for that differentiation. I would sug- 
gest that the two sections be brought into conformity with one another. 

Mr. Mason. Have you a suggestion as to how the two can be brought 
into alinement ? 

Mr. Brown. Yes, sir. I think if the statute were to provide that the 
compensation be spread ratably over the period up to the date of 
payment in both cases, I think that would be equitable. Or it could be 
the close of the taxable year; either way. 

i do not see any preference in one way or the other, but I think it 
ought to be on a more uniform basis. 

There is another discrepancy which is in part the result of judicial 
decision. The Supreme Court held last year in the Robertson case— 
and I do not think that this decision expresses the intent of Congress 
because section 107 (b) speaks of an invention or literary, musical or 
artistic composition, the work on which covered a period of 36 calendar 
months or more from the beginning to the svupiiion of such work. 

The statute then goes on to say that if in the taxable year the tax- 
payer receives an amount which is not less than 80 percent of the 
gross income of previous taxable years plus that received in the taxa- 
ble year and the 12 months immediately following the close of the 
taxable year, the tax shall not exceed the aggregate of the taxes which 
would be attributable to that part if it had been received ratably 
over that part of the period preceding the close of the taxable year. 

Now, there are two sentences in that section and the second sentence 
uses the words: “Over that part of the period.” I believe it was in- 
tended that “the period” meant the same period which is referred 
to in the prior sentence which says “a period of 36 calendar months 
from the beginning to the completion of the work.” 

Mr. Mason. Do you know, sir, that the Supreme Court in several 
of its decisions has gone directly contrary to the intent of Congress, 
and then the Congress had to amend the law to make clear and specific 
what it had intended in the first place in order to nullify the Supreme 
Court’s decisions? We had to do that several times in the last 8 or 
10 years. 

Mr. Brown. I am aware of that, sir. 

And in the Robertson case, which was decided in 1952, the tax- 
payer performed certain work over a period of 3 years between the 
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years 1937 and 1939. I think he was an artist and the payment which 
he received was an award in a competition, which he received in 1947. 
He attempted to spre: ad the income over the 3 years, 1937, 1938, and 
1939. The Supreme Court said: 

No, the statute does not mean that at all; what it means is that you should 
spread it over the period of 36 months ending with the close of the taxable 
year. 

So they held that it had to be spread over 1945, 1946, and 1947. 

Of course, that was a hardship on that particular taxpayer because 
the tax rates had become much higher. 

I think there we have another discrepancy because that spreading 
under the rule of the Supreme Court would relate to the 36 months 
ending with the present year in the case of the author under 107 (b), 
but in spite of that provision, I think the statutory language still 
controls under 107 (a), which is very clear that you would spread 
it over that part of the period preceding the date of payment and 
the period referred to is clearly that period from the beginning to 
the end of the work. 

So I think we have another discrepancy between the two sections 
there. 

Mr. Mason. May I ask if you attempted to rank the 2 sections in 1 
composite so they would square with each other in all of these 
particulars? 

Mr. Brown. No, sir; I have not. But I should be very glad to 
submit a draft. 

Mr. Mason. I would be interested to see it. 

Mr. Brown. I shall undertake that, sir. 

Mr. Chairman, I think that about concludes my remarks. 

There was one other matter in connection with income from inven- 
tions under section 107 (b)—the question of when does the work be- 
gin and when is it completed. That is a crucial question. And under 
present Court decisions in the case of an invention, the invention is 
treated as being complete upon the date of its reduction to practice or 
on the filing of the application for a patent, whichever is earlier. 

The effect of the present law is to discourage the prompt filing of 
applications, since the inventor cannot spread his income after that 
date which is considered to mark the completion of the work. If he 

cannot spread it beyond that date he is likely to postpone the filing 
of his application because a great deal of expensive developmental 
work may still remain to be done. 

Now, that creates all sorts of undersiable consequences insofar as 
the patent law is concerned. The sooner the application is filed the 
better, because if somebody else comes along and can claim, even 
though he conceived the idea before you did, that he reduced it to 
practice before you did, he may beat you toa patent. 

On the other hand, because the filing of the application is considered 
a constructive reduction to practice, it is desirable from the standpoint 
of the patent laws that an inventor be encouraged to-file as soon as 
possible. 

The effect of the present rule, treating the date of reduction to prac- 
tice or filing of the application as the completion of the invention, 
has the effect of encouraging delay, if anything, in the filing of the 
application. 

Mr. Chairman, that concludes my remarks, and if you have any 
further questions 














GENERAL REVENUE REVISION 293 


| Mr. Mason. I want to thank you for a very interesting discussion 
) of the situation, and I would be pleased to see you compare these two 
| to conform to each other. 

Mr. Brown. Yes, sir; I will be very glad to, Mr. Chairman. 

Mr. Mason. Thank you, sir. 
tl Mr. Brown. Thank you. 


Cuinton B. D. Brown, 
ATTORNEY AND COUNSELLOR aT LAw, 
Washington, D. C., September 8, 1953. 
Hon. DANIEL A. REED, 
Chairman, House Ways and Means Committee, 
House Office Building, Washington 25, D.C. 


Dear Mr. CHAIRMAN: On or about July 8, 1953, during the recent revenue re- 
vision hearings I appeared before your committee to testify in connection with 
topic 9, relating to the averaging of income (such as modifications of sec. 107, etc.) 

In the course of my testimony I recommended that sections 107 (a) and 107 (b) 
be amended in such a manner as to extend the benefits of averaging to cases not 
covered by the present law. I also called attention to several technical dif 
ferences between subsection (a), relating to personal services and subsection 
(b), relating to an artistic work or invention. I urged that these two sub- 
sections be brought into conformity with one another so that a uniform treat 
ment would be applicable in all cases covered by either of the two present 
subsections. 

Upon the conclusion of my testimony Mr. Mason, who was presiding as chair- 
man in your absence, asked me if I would prepare a draft of suggested language 
to give effect to the recommendations which I had made. 

In response to Mr. Masun’s request I enclose herewith the draft of a suggested 
amendment to section 107 of the Internal Revenue Code and respectfully re- 
quest that this draft be inserted at an appropriate point at or near the con 
clusion of my testimony in connection with topic 9. 

Sincerely yours, 
Ciinton B. D. Brown. 


DRAFT OF SUGGESTED AMENDMENT TO SECTION 107 OF THE INTERNAL REVENUE CODE 


TO AMEND THE INTERNAL REVENUE CODE WITH RESPECT TO PERSONAL SERVICES OR WORK 
ON AN ARTISTIC COMPOSITION OR INVENTION COVERING A PERIOD OF THIRTEEN 
MONTHS OR MORE 


That subsections (a) and (b) of section 107 of the Internal Revenue Code (re- 
lating to compensation for services rendered for a period of thirty-six months 
or more and to gross income from an artistic work or invention) are hereby 
amended to read as follows: 

“(a) PERSONAL SERVICES, ARTISTIC COMPOSITION OR INVENTION.—In the case 
of personal services or work of an artistic composition or invention covering 4 
period of thirteen calendar months or more (from the beginning to the com- 
pletion of such services, or of the work upon such composition or invention), 
if all or any part of the total compensation for such services, or of the gross 
income from such composition or invention, is received or accrued in one taxable 
year by an individual or a partnership, the tax attributable to any part thereof 
which is included in the gross income of any individual (other than income 
taxable as a gain from the sale or exchange of a capital asset held for more 
than six months) shall not be greater than the aggregate of the taxes attributable 
to such part had it been included in the gross income of such individual ratably 
over that part of the period which precedes the date of such receipt or accrual. 

“(b) DEFINITIONS.—For the purposes of this section, the following definitions 
shall apply: 

“(1) The term “artistic composition or invention” means, in the case of 
an individual or partnership, a particular literary, musical or artistic com- 
position of such individual or of any meraber of such partnership, or a patent 
or copyright covering an invention of or a literary, musical or artistic com- 
position of such individual or of any member of such partnership. 

“(2) The term “eompletion”, as applied to work upon an invention, shall 
not be construed to mean the date of reduction to practice, whether actual 
or constructive, but the period during which work is done upon an inven- 
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tion, within the meaning of this section shall include work done after re- 
duction to practice in the further development of such invention or in the 
prosecution of an application for letters patent covering such invention or 
in the conduct of interference proceedings relating thereto, but in no event 
shall “completion” be deemed to occur later than the date of issuance of let- 
ters patent covering such invention.” 


Mr. Mason. Listed to be inserted in the record is a statement of the 
American Bar Association, a statement of the United States Chamber 
of Commerce, and also statements of Mr. George T. Altman and Ells- 
worth C. Alvord, Esq. 

Without objection, they will be included in the record at this point. 

(The statements referred to are as follows:) 


STATEMENT OF THE CHAMBER OF COMMERCE OF THE UNITED STATES ON Topic No. 9, 
AVERAGING OF INCOME (SUCH AS MOopIFICATION oF SEcTION 107 To ProOvIDE Aa 
DIFFERENT TYPE OF AVERAGING AND COVERAGE OF TypEs OF INCOME Not Now 
PROVIDED FOR BY THAT SECTION) 


Chamber position: The principle of averaging income over a reasonable period 
of years should also be given suitable recognition in the case of individuals. 

Under a highly progressive income tax, predicated upon the single concept of 
“ability to pay,” it is imperative to give regard to some general concept of income 
averaging for individuals. It should require no elaborate proof to conclude that 
a married man with two children who earns $10,000 in 1 year and then becomes 
unemployed for a year because of disability has no greater taxpaying capacity 
than his neighbor who earns $5,000 in each of the years. Despite this, the man 
earning the $10,000 in 1 year would pay $1,527.60 in tax, while his neighbor 
would have paid a total of $932.40 in 2 years. It is difficult to justify the sound- 
ness or equity of the result. 

Under a flat-rate, proportional tax system, or even under a moderately progres- 
sive tax system, widespread variation in income between years would not be apt 
to produce a significant difference in the cumulative tax burden over a period 
of years. Such is not the case, however, under a rate structure progressing 
sharply from 22.2 percent to 92 percent. 

Economically, there is little significance per se in the “taxable year” concept 
employed as a basis for both corporate and individual income tax reporting. 
It is purely an artificial creation of the accounting profession and business world 
for purposes of convenience. In actual operation, it serves its purpose far better 
in measuring business income where the “accrual method” of reporting income 
and expenses tends to minimize the wider variations in actual cash receipts from 
period to period. The complete lack of economic validity of the “taxable year” 
concept has already been recognized by the Congress in providing for operating 
loss carryovers and carrybacks. 

In substance, the operating-loss provisions result in the measurement of true 
net-business income over a moving period of 7 years. Stated differently, no 
income tax will be paid on the interim annual profits from the operation of a 
business, if, on the average, the business has operated at a loss over a 7-year 
period. The equity and desirability of this feature of our tax structure are now 
beyond controversy except as to details. 

The difference between offsetting losses against income and averaging incomes 
of 2 or more years is one of degree only. Indeed, the failure to observe the latter 
principle may result in a greater discrimination than the former. For exam- 
ple, A and B are both married individuals with two children claiming the stand- 
ard deduction. They each operate a business as a sole proprietorship. The re- 
sults of operation, expressed in net taxable income and tax liability, were as 
follows: 








Tax B Tax 
0 0 0 
9 $5,912 $36, 000 $13, 872 
5, 912 0 6 
11, 824 | 36, 000 13, 872 








Loss. 
* Only $4,392 if $4,000 loss carryforward could be applied. 
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While the net profit of both A and B for the 3-year period is identical, A will 
pay $2,048 less tax than B without regard to any loss carryover feature of the 
law. After application of a loss carryover, A’s tax liability would be reduced 
to $10,304 or $3,568 less than B, all of whose income was earned in a single year. 
It may be appreciated that the business operating loss carryover and carry- 
back feature is a limited and incomplete recognition of the need for a more 
comprehensive income averaging device. 

Section 107, IRC, represents a further attempt by the Congress to grant limited 
relief from the virtually confiscatory effects of the severely progressive surtax 
rate structure upon individuals who receive the bulk of their compensation in 
1 year for services included over a longer period of time. In general, section 
107 permits the averaging of income received over the period it was earned if 
it falls within 1 of 3 special categories: 

1. Personal services rendered by an individual or a partnership covering 
a period of 36 months; 

2. Income from an artistic work or invention the work on which covers a 
period of at least 36 months; and 

3. Back pay, i. e., pay received for services performed prior to the tax year 
which would have been paid previously except for the existence of unusual 
circumstances. 

Section 107, while helpful to those relatively few taxpayers who can meet its 
highly technical and restrictive provisions, is not sufficiently broad. Its coverage 
should be extended to include all types of abnormal income, including interest, 
rents, dividends, royalties, bonuses, etc., applicable to 2 or more years: 

1. The receipt of which was deferred or accelerated into a single taxable 
year for reasons beyond the control of the taxpayer; and 

2. Which, under accepted principles of accounting, may be properly at- 
tributable to one or more prior or subsequent years. 

Income attributable to a subsequent taxable year should be taxed in the 
current year’s return but subject to recomputation of tax upon filing of return 
for such later year. Tax paid in the current year could then be claimed as a 
credit against tax due for the subsequent year. 

But even if section 107 is liberalized to include other types of abnormal income 
pyramided into a single year, it will still fail to meet the problem of the profes- 
sional athlete or entertainer whose major earning capacity may be limited to 
a short span of years. Nor would it relieve the burden of the professional man 
whose income from fees and commissions may vary widely from year to year 
depending upon fortuitous circumstances beyond his control. In each of these 
and similar situations, the need for an averaging of income over a period of 
years is urgently required if the progressive ratio structure is not to result in in- 
tolerable discrimination between such persons and those taxpayers with the 
same life-time incomes received more ratably. 

The chamber recognizes the practical difficulties of administering a broad, 
long-term income averaging program for individuals. The necessity for a com- 
prehensive income averaging device for individuals would be greatly reduced by 
a moderation of the existing scale of surtax progression. This is the best and 
perhaps only satisfactory method of eliminating inequities inherent in the pres- 
ent rate structure. Pending the adoption of a less-progressive surtax table, the 
chamber recommends that the principle of individual income averaging he given 
greater attention. 





STATEMENT ON BEHALF OF THE AMERICAN BAR ASSOCIATION Re Topic 9, AVERAGING 
or Income (SucH as MopIFrIcAaTIONS oF SECTION 107 To Provipe a DIFFERENT 
TYPE oF AVERAGING AND COVERAGE OF TYPES OF INCOME Now PROVIDED FOR BY 
THaT SECTION) 


Inasmuch as a representative of the American Bar Association will not appear 
on person on the above topic it is requested that this statement be received and 

led. 

Hxisting law provides that if at least 80 percent of the total compensation for 
personal services covering a period of 36 calendar months or more is received 
or accrued in a single taxable year by an individual or partnership, the tax may 
be calculated as if the income had been received ratably over the period, prior 
to such receipt or accrual, in which the services were performed. The relief 
provided by this averaging device is limited specifically to cases where compen- 
sation has been received in a single year for at least 80 percent of a complete 
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task. Relief is denied in situations where an individual is employed continu- 
ously for long periods but receives portions of his compensation for the work 
in lump sums at infrequent intervals. Section 120 extends averaging treatment 
to cases in which 8O percent of the total compensation for work done to date over 
a period of 36 months or more is received or accrued in a single taxable year. 
This provision is made retroactive to taxable years beginning after December 
31, 1941. 

A provision to make this recommendation effective was contained in the Reed- 
Camp bill, as follows: 


“Sec. 120. Service RENDERED FOR A PERIOD OF THIRTY-SIX MONTHS OR MORE 


“(a) Section 107 is hereby amended by inserting before the closing parenthesis 
in subsection (a) a comma and the words “or, in the case of uncompleted services, 
to the close of the taxable year”. 

“(b) The amendment made by this section shall be applicable with respect 
to taxable years beginning after December 31, 1950, and at the election of the 
taxpayer, made in accordance with regulations prescribed by the Commissioner 
with the approval of the Secretary, shall be applicable with respect to taxable 
years beginning after December 31, 1941.” 

Respectfully submitted, 

Tuomas N. TARLEAU, 
Chairman, Section of Taxation, American Bar Association. 





STATEMENT OF GEORGE T. ALTMAN, BEVERLY HILLS, CALIF., RELATIVE TO A PROVI- 
SION FOR INCOME-TaAx RELIEF IN THE CASE OF FLUCTUATING INCOMES 


In the first place, I should like to state the application to this problem of basic 
tax principles, as follows: 

1. The provision should not be discriminatory. If such a provision is limited 
to a particular profession or a particular type of income, the effect would be 
discriminatory. While the income of most individuals is relatively stable, and 
sharp fluctuation of income is largely limited to certain fields of economic effort, 
fluctuation of income seriously affects some individuals in almost every field. 
Such a provision should therefore be applicable to all individuals without 
exception. 

2. The provision should increase and not reduce the incentive to work and pro- 
duction. Such a provision should increase incentive by eliminating the pro- 
hibitive and unfair burden of taxes which plagues fluctuating incomes. How- 
ever, if the period used for averaging includes years subsequent to the taxable 
year, the long-run effect would be to reduce incentive instead. If after a peak 
year, the individual knows that he can get tax money back by reducing his efforts, 
the temptation to do so is very strong. In order that the provision accomplish its 
purpose without harm to incentive, years subsequent to the taxable year should 
not be included in the computation. 

3. The purpose of the provision should be accomplished at a minimum cost to 
the revenue, Minor fluctuation of income results in no tax hardship. It is only 
sharp fluctuations from one taxable year to another which present the oppressive 
effect. The provision, therefore, can accomplish its purpose although limited to 
extraordinary fluctuations. With such limitation, the cost to the revenue can be 
kept very small. I mean this not only in terms of direct tax cost but also in terms 
of administrative cost since the number of returns affected would then be only 
a small percentage of the total number of returns. Not only may the cost to the 
revenue in both these respects be small; such cost may be offset or more than 
offset by the gain in revenue resulting from the increase of incentive of the tax- 
payers affected. 

4. The provision should bear a logical relation to the need. The problem in 
this respect is the selection of a proper period upon which the averaging is to be 
based. It cannot be based upon the period of work or development, In many 
a field of work, an individual may work on a hundred different ideas, plans, 
devices, or engagements over a number of years. Many of them may be fruitless, 
some may be moderately fruitful, and then there is the occasional outstanding 
success. But the outstanding success may not be in any sense an outgrowth of 
the items which did not succeed, and the identifiable period of work involved 
in it may be very short. Then, again, there may be fluctuations due simply to 
market conditions, or to the caprice of the public, or to periods of incapacity of 
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the taxpayer. There might be as far as the work involved is concerned no clear 
criterion upon which a period for averaging could be based. The result is that 
the only proper basis for a period would be the actual fluctuation of income of 
the particular taxpayer. 

5. The provision should be simple and certain. Simplicity and certainty are 
required so that the provision may be understandable to the taxpayer and ¢a- 
pable of being administered. However, simplicity and certainty can often be 
accomplished only at a cost to logic. It is necessary to make a reasonable com- 
promise between those requirements. Such a compromise can be effected in 
this case by setting an arbitrary percentage to determine the degree of fluctua- 
tion necessary to make the provision effective and setting a limitation on the 
number of years which can be used as the base. 

Pursuant to the above application of principles, I propose that if the income 
for 1 year exceeds a certain percentage of the average income of specified pre- 
ceding years, the excess be spread for tax computation over all the years in- 
volved. The number of preceding years to be included should be the number of 
years which have elapsed since a preceding high year in the case of the particu- 
lar taxpayer. For the purpose of simplicity and certainty, I would make the 
number of preceding years more specific, such as all preceding years subsequent 
to the last such year the net income of which is more than 40 percent of the 
net income of the taxable year, the number of such years, however, to be not 
less than 2 nor more than 6. The percentage of average income of such preced- 
ing years which must be treated as “normal” income presents another question. 
I suggest 200 percent of such average. By moving this percentage up or down, 
it is possible to decrease or increase the relief granted and correspondingly to 
decrease or increase the cost to the revenue. 

For example, applying the percentages suggested above suppose that a tax- 
payer has net income as foliows: 


ascii caanatiettiticse aie 344, G00 I90..........._.. Se ee see er as 
ee aU. Gee. 1e08...+-~. Le iy nella 6, 000 
il ietcaieainimeicarae ccaeaiaaadi 14,000 1953 (taxable year)__---..... 80,000 


Except for 1948, the net income of each year prior to 1953 is not over 40 per- 
cent of the net income of 1953. The prior years to be used include, therefore, 
1949 through 1952, inclusive. The average of those 4 years is $15,000 and 200 
percent of that average is $30,000. The “normal” income is therefore $30,000. 
The net income for 1953, the taxable year, being $80,000, it is $50,000 in excess of 
‘normal.’ In other words, the net income for the taxable year contains “ab- 
normal” income of $50,000. 

This “abnormal” income of $50,000 is eliminated from the income of the tax- 
able year and then spread evenly over the taxable year and the prior years in- 
volved, 5 years altogether, so that $10,000 is allocated to each of those years. 
Thus, the net income for each of those years is redetermined for this purpose 
as follows: 


ites cctibtei didi 8 See $16, 000 
TEL ii ccitcisptitittitne peices citing A QOO: BB iseiiiicttnn danas. ib bandehdbaccend 40, 000 
FRc ekaesnninitiinnmemamnet 30, 000 


The taxes for each of the prior years is redetermined and the increase in tax 
for each of those years is added to the tax otherwise computed for 1953 on the 
basis of a net income of $40,000 for that year. The total becomes the tax for 
1953. The actual taxes for the prior years are unaffected. 

This method is simple and certain; it is inexpensive to the revenue, probably 
in overall effect wholly without cost to the revenue; and at the same time it is 
sufficient to accomplish the desired relief in the vast majority of cases. It will 
place the taxpayer afflicted with fluctuating income on a basis which is reason- 
ably comparable with the situation of most taxpayers, whose incomes are fairly 
stable. 





Svua@cestep DRAFT oF SECTION GRANTING RELIEF IN THE CASE OF FLUCTUATING 
INCOMES IN ACCORDANCE WITH PLAN or GreorGE T, ALTMAN 


Sec. —. FLUCTUATING INCOMES. 
(a) DEFINITIONS.—As used in this section— 
(1) CURRENT TAXABLE YEAR.—The term “current taxable year” shall mean 
the year for which tax liability is being computed. 
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(2) Net rncome.—lIf the net income for any taxable year was adjusted 
under subsection (b) hereof in a computation of tax liability for a preceding 
taxable year, the term “net income” shall mean the net income as so adjusted 
in the computation for the last such year. 

(3) OrDINARY NET INCOME.—The term “ordinary net income” shall mean 
the net income, reduced under section 117 (c) (2) (A), or a corresponding 
provision of prior law. 

(4) BASE pertop.—The term “base period” shall mean the group of taxable 
years between the current taxable year and the last preceding taxable year 
the ordinary net income of which was more than 40 percent of the ordinary 
net income of the current taxable year: Provided, however, That such period 
shall include not less than the last two taxable years preceding the current 
taxable year and not more than the last six taxable years preceding the 
current taxable year. 

(b) ApsusTMENT oF Net INcoMe.—For the purpose of this section— 

(1) If the ordinary net income of the current taxable year exceeds 200 
per centum of the average ordinary net income of the base period, the excess 
shall be allowed as an additional deduction. For the purpose of computing 
the average ordinary net income of the base period, the ordinary net income 
of any taxable year in such period shall not be less than zero. 

(2) Such excess shall also be divided by the number of taxable years 
embraced in the base period and the current taxable year, and the result 
shall be treated as additional gross income of each of said years, including 
the current taxable year. 

(c) COMPUTATION or TAX. 

(1) The tax computed under this section shall be the sum of (A) a tax 
for the current taxable year computed in accordance with subsection (b) 
hereof, and (B) the increase in tax so computed for each of the taxable 
years in the base period, and any taxable year preceding the base period if 
affected by virtue of a carryback under section 122. 

(2) If the tax computed under this section is less than the tax otherwise 
computed, the tax shall be computed under this section. In the application 
of section 107, this section shall first be applied. 





STATEMENT BY ELLSworTH O. ALvorD, WASHINGTON 6, D. C., Re Topic 9, 
AVERAGING OF INCOME 


Steeply progressive surtax rates on individuals have made it necessary to pro- 
vide a system for spreading certain lump-sum receipts of income back over 
the years to which it is properly attributable. This is done in section 107 of the 
Internal Revenue Code. Unfortunately, this section neglects one of the most 
common types of lump-sum payment, the receipt in a single year of several years’ 
dividends on cumulative preferred stock or of several years’ defaulted interest 
on bonds. Administratively it would be much simpler to apply section 107 
treatment to this type of income than to many of the types of income already 
covered by the section. 

Recommendation : Make section 107 of the Internal Revenue Code applicable to 
the lump-sum payment of cumulative dividends on preferred stock and of de- 
faulted bond interest. 





STATEMENT OF AMERICAN FEDERATION OF LABOR Re Topic 9, AVERAGING oF INCOME 


The American Federation of Labor supports practical and equitable amend- 
ments to give relief to musicians, actors, artisans, and any other type of worker 
who, because of the nature of their work, receive relatively large incomes for 
short periods that are interspersed by longer periods during which they are in 
receipt of little or no income. High income-tax rates work particular hardships 
on such people and if an equitable plan of averaging could be worked out that 
would not in any way give encouragement to tax avoidance or evasion we 
believe serious consideration should be given to providing relief for such 


taxpayers. 
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STATEMENT OF AMERICAN FARM BUREAU FEDERATION RELATIVE TO TOPIO 9, 
AVERAGING INCOME 


At the annual convention of the American Farm Bureau Federation held in 
December 1952, the following resolution was adopted: 

“Due to wide fluctuations in the annual income of some farmers and other 
citizens engaged in hazardous and speculative pursuits, a study should be 
made of the possibilities of equalizing tax burdens on fluctuating incomes by 
averaging such incomes over a period of years.” 

This resolution gives evidence of the interest in and concern over the problems 
of those farmers and other citizens whose incomes fluctuate widely. Some 
practical and equitable method for dealing with problems in this field is desir- 
able. Present provisions of law relative to the privilege to carry forward or 
carry back losses appear inadequate for many taxpayers, especially those doing 
business on an unincorporated basis. In this connection there appear to be 
related problems involving the possible loss of personal exemptions and the 
standard deduction, for those individual taxpayers. 

Modern farming with its heavy reliance on mechanical power and related 
techniques of production has become especially vulnerable in this regard as the 
result of developments of the past decade. 

We therefore commend the committee for opening this topic to study. It is 
to be hoped that a constructive and practical program can be evolved to cope 
with the problems of fluctuating incomes. 





STATEMENT OF AMERICAN TAXPAYERS ASSOCIATION, WASHINGTON, D. C., RE 
Toric 9, AVERAGING PERSONAL INCOMES 


It is our understanding that the staff of your committee and the Treasury 
staff have been studying the problem of fair taxation of fluctuating incomes 
received by individuals. Many hardship cases could be cited where an averaging 
of the income received in different taxable years should be permitted on the 
ground of equity. 

We advocate such tax practice, but we are not offering specific recommenda- 
tions on this subject until the studies referred to have been completed. We will 
be glad to submit to the committee case histories that have come to our atten- 
tion which would seem to justify more equitable treatment of personal incomes 
in this category. 





STATEMENT oF Los ANGELES CHAMBER OF COMMERCE, Los ANGELES, CALIF., IN RE 
AVERAGING OF INCOME 


That the benefits of the provision averaging “bunched” income for personal 
services be extended to cover cases in which 80 percent or more of the total 
compensation earned to date by personal services is received or accrued in one 
taxable year, if such services have covered 36 months or more, and even though 
the services continue and additional compensation is subsequently received. 





Los ANGELES BAR ASSOCIATION, 
Los Angeles, Calif., September 24, 1958. 
Mr. RUSSELL TRAIN, 
Clerk, House Ways and Means Committee, 
House Office Building, Washington, D. C. 

Dear Mr. TRAIN: I am the chairman of the committee on taxation of the Los 
Angeles Bar Association. The board of trustees of the Los Angeles Bar Associ- 
ation has adopted a resolution in connection with certain proposed legislation 
as is described in this resolution. Two certified copies of the resolution are 
enclosed herewith. We understand that the House Ways and Means Committee 
now has under consideration such measures. The one we have specifically 
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examined and have in mind has been presented to the House Ways and Means 
Committee by Mr. George T,. Altman. 
Very truly yours, 
Ray C. Foore. 


RESOLUTION oF Boarp oF TRUSTEES LOS ANGELES BAR ASSOCIATION 


“Whereas the Committee on Taxation of the Los Angeles Bar Association rec 
ommends an amendment to the Internal Revenue Code to include a relief pro- 
vision that would, in effect, spread the Federal income tax on unusual income 
over a period of years and would be in addition to the relief now afforded under 
the special circumstances of Internal Revenue Code, section 107. In prin- 
ciple, if the income for 1 year exceeds a certain percentage of the average income 
of specified preceding years, the excess would be spread for tax computations 
over all the years involved. It would include all preceding years subsequent to 
the last year the net income of which is more than 40 percent of the net income 
of the taxable year, the number of such years, however, to be not less than 2 
nor more than 6: Now, therefore, be it 

“Resolved, That this board of trustees approves in principle an amendment to 
the Internal Revenue Code which would afford income-tax relief in the case of 
fluctuating incomes; and further 

“Resolved, That a copy of this resolution be forwarded to the chairman of the 
Ways and Means Committee of the House of Representatives.” 

I hereby certify that the foregoing is a true and correct copy of resolution 
adopted by the board of trustees of Los Angeles Bar Association in regular ses- 
sion assembled on Tuesday, September 22, 1953. 

Wrr1tiamM P, Gray, Secretary. 

Dated September 23, 1953. 


TOPIC 10—EARNED INCOME CREDIT 


Mr. Mason. Next is “Topic 10—-Earned income credit.” 
The first witness is Mr. John R. Cox of the Balas Collet Manufac- 
turing Co., Cleveland, Ohio. 


Mr. Cox, we will be glad to listen to you. 


STATEMENT OF JOHN R. COX, MANAGING PARTNER, THE BALAS 
COLLET MANUFACTURING CO., CLEVELAND, OHIO 


Mr. Cox. Representative Mason, I am just a machinist. I am out of 
order and out of place. I feel like a fish out of water here. 

Mr. Mason. I am just a retired schoolteacher, so we will get along 
all right. 

Sit down and let us hear what you have to say. 

Mr. Cox. If you will bear with me, I will try to do it the best I can 
to present my thoughts in a manner that you will find interesting and 
of some help to the committee. 

Let me say to start out that I represent no organized group or trade 
association. I simply represent myself. I am paying my own 
expenses here, with perhaps the Government paying 88 percent of 
them. 

Mr. Mason. If you are in the excess-profits-tax bracket, that is 
probably correct. 

Mr. Cox. I presume that I represent, without their knowledge, prob- 
ably several hundred thousand boys, like one of my apprentice boys 
who I brought with me, who aspire so today to get into business. 
Under the present system of taxation, they will find it is impossible. 

I manufacture collets. There is a catalog in our folder there, if you 
will refer to it just a second. 

Briefly, a collet is the actual piece of machine tool that turns steel. 
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It is the gripping member that grips the material and revolves it. It 
has a high, high mortality rate. It is under high stresses. They wear 
out; they are lost. For each size bar, people who use them need new 
collets. 

In 1944 I got the idea that probably better collets could be made 
cheaper and I started my present business which has become a success. 

Mr. Mason. When was this? 

Mr. Cox. In 1944. 

Collets are used in peacetime for all peacetime products, from coast- 
er brakes, fishing reels, watches, clocks, roller skates, washing ma- 
chines, automobiles; and wartime they are indispensable. 

In wartime we are the trigger and the arsenal of democracy. This 
country cannot operate w ithout collets. 

Companies like Warner & Swasey Co., New Britain Machine, and 
Thompson Products are all customers. All of the blue chip companies 
making our munitions are being supplied by either us or one of our 
competitors with this product. 

My reason, as I said, for appearing before this committee is to sug- 
gest a method of taxation that will help save free enterprise by death 
from taxation and to make it possible for small business to de velop 
in size and for the general good of our country and our coming 
generations. 

In other words, my motive in coming here is largely patriotic. 
have mine made. I can quit tomorrow. 

I started in the machine-tool business 35 years ago, and my qualifi- 
cations as an expert on the taxation—and I say this humbly—comes 
from the job that I have had over the last 30 years. 

It just happens that I have had one of our accountants who has been 
working for me for 10 years keep track of what I have earned in the 
last 10 years with my hands and what I have paid the Government. 
In the last 10 years I personally earned $938,000 and paid Uncle Sam 
$580,000 of it. The residue is tied up in this business. 

Now, if you will glance at this folder, I would like to explain what 
it contains. I would like to point out that it was originally filed with 
the Select Committee on Small Business, and I have received a letter 
from the House Ways and Means Committee asking me to come here 
and present this subject. 

I came here 2 weeks ago and I was lucky enough to get in on the 
afternoon when Congressman Reed adjourned or recessed the hear- 
ings, and I am back again today. 

The first item that is ¢ lipped together is a brief submitted, which I 
wish you would skip for just a second. 

The next item is a copy of a letter that I addressed to President 
Eisenhower following his speech of May 20. I insert that merely 
to show that I am for paying high taxes and getting the debt behind 
us and getting upto date. Iam not against paying taxes. 

I object, however, to the effect they have on young men getting 
into business. And that is what this country needs if it is going to 
be any good a hundred years from now. 

The letter from Eddy Rucker Nickels was sent to me by Mr. Rucker, 
to whom I sent a copy of this brief, and it is intended to modify my 
last paragraph, which I got from him in a conversation and misquoted 
in my brief. So that his letter corrects the last paragraph of my 
brief. 
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With your permission, I would like to read through this rapidly. 
If you want to skip my background on the first page, which you can 
read—and I think you will find that interesting: 

Mr. Mason. I think you can do that, yes. 

Mr. Cox. We will skip over to page 2 and I will point out what 
happens to an industry or a small business like ours. 

And, by the way, we are a partnership and not a corporation, and 
are subject to individual tax rates instead of corporate tax rates. We 
do not feel that we need the liability protection that goes with the 
corporate identity. 

With your permission, I will start reading about the middle of the 
page. 

If you will refer to the condensed operating statement of our present 
partnership for the year 1953, you will see that we are operating the 
plant which we own and which represents our savings, for the benefit 
of the United States Government. 

During the year 1952, in spite of the fact that we owned the plant 
and did approximately $1,400,000 worth of business and worked very 
hard, Uncle Sam obtained $320,261 in taxes as a result of our ingenu- 
ity and effort. Each partner was able to take home and use for his 
personal needs $19,094.03, and there are but 4 partners. 

Uncle Sam is not paying us enough to run our collet business for 
him. 

We have every opportunity and ability and finances to expand our 
plant many times, but to do so would only increase our business 
hazards and physical strain on us, without holding forth an adequate 
reward for the increased effort. In other words, we could very easily 
make more things and create more jobs, but there is not suflicient 
inducement to do so. 

The decline in the purchasing power of the dollar, plus the Treas- 
ury Department’s policy of fixing percentages of depreciation, make 
it mandatory that part of our profits make up the deficit between the 
depreciation we can legally take and what new equipment costs us 
in today’s market. For example, during the year portrayed above, I 
will mention only three of the pieces “of equipment which it was 
necessary to replace in order to keep our machinery in adequate oper- 
ating c ondition. 

We feel that it is up to us as patriots to keep this kind of plant in 
good condition. 

One 5-inch cone automatic screw machine cost, in 1942, $20,000; in 
1952, $39,304.40. 

One 314-inch cone automatic screw machine cost, in 1942, $18,650; 
in 1952, $34,261.40. 

One 2A Warner Swasey turret lathe cost, in 1942, $7,730; in 1952, 
$22,819.75. 

On the above three machines, we recovered $46,380 in depreciation, 
but it cost us $50,005.55, in addition, out of our own pocket, to replace 
them when they wore out. 

We have decided on a policy of not expanding for two reasons; the 
first one already mentioned, and the second that if we expand on the 
profit we have left, we would have to quit eating, and this procedure 
does not seem wise to us. There just is no profit left to plow back 
into business, 
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Most men who by virtue of some peculiar skill or business drive were 
able to create a sizable fortune during their lifetime put it to the 
service of humanity in a commendable fashion. No wealthy man 
ever destroyed his heritage nor did he take it with him when he died. 

Henry Ford’s savings left the Ford Motor Car Co., with its 140,000 
jobs for people, and a fine, cheap product for the country. 

The savings of other people remain in the form of streets, build- 
ings, highways, bridges, and railroads that the coming generations 
will use and enjoy. 

Mr. Mason. May I interrupt at this moment to say that there could 
be no more Henry Ford companies under present tax laws. 

Mr. Cox. Mr. Congressman, you are dead right. 

Mr. Mason. He built his business by plowing back his profits, which 
no new company is allowed to do any more. 

Mr. Cox. And the fact that he built his company allows our Gov- 
ernment to obtain our source of taxes that is going to dry up in the 
future as sure as you and [ are here. 

Mr. Mason. And that is the shortsightedness of some of our present 
executive departments. 

Mr. Cox. To continue, it should again be made possible for people 
with skill and ability to build and compound and save, so that the 
future generations may inherit the legacy such as has been created and 
left to us during the preceding 35 years. 

Our present system of taxation denies the opportunity to amass 
capital, without which industry cannot be built. 

Our present system destroys the initiative to work hard and risk 
savings, without which industry cannot flourish. 

I am attaching herewith a plan of incentive taxation that I be- 
lieve has some merit. 

The writer will gladly come to Washington at his own expense, 
if your committee feels that such a visit should contribute anything. 

I belong to an association and I presented this plan to the members 
and they liked it so well that they urged me to present it to this 
committee. However, I am not doing it in behalf of the association. 
I am getting no support from them. They do a good job of talking 
but a very poor job of executing. 

I would like to submit a basic idea for a method of incentive tax- 
ation. Our present system of taxation is a penalty system. Con- 
stantly diminishing rewards are yours for increased effort and greater 
risks. 

In addition to any horizontal or percentagewise reductions in Fed- 
eral taxes, I would like to see a tax law embodying the following idea: 

Any employer of labor collecting and reporting withholding taxes 
may deduct from its taxable profit $300 per worker per fiscal year 
provided one-half, $150, of this tax credit has been reinvested in cap- 
ital assets during the tax year. 

If said employer has invested a sum of less than $150 per worker 
per year into capital assets, he shall be limited a tax deduction of only 
one-half of $300, or $150, per employee per tax year. 

Let us look at the record of “plowed in” profits and what the rein- 
vestment of profits in industry did for our economy between the years 
1914 and 1947. 

During this 33-year period, average profits plowed back into manu- 
facturing facilities amount to $142 per employee. If each employee 
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had been paid the $142 instead of reinvesting it, their annual income 
would have been increased only 18 percent. 

By the reinvestment of this money, $142 per year per employee, in- 
dustry has increased its employees’ Teal income 106 percent, or ap- 
proximately 6 times as much gain as would have been the case had the 
$142 gone into each yearly pay envelope. 

Due to the increased productivity, the 1947 wage dollar bought 161 
percent more goods than the 1914 dollar. During this period the 
productivity increase due to the increased improvement in facilities 
was almost exactly the amount of the gain in the wage dollar, 161 
percent. 

In the year 1947 manufacturing corporations paid an average Fed- 
eral income tax alone of $500 per worker in that 1 year. This was 
over three times the amount of the plowed-back profit. Taxes paid 
today are far greater per worker. 

With income taxes being so high during the last few years as to 
restrict initiative and expansion of industry, a plan such as I pro- 
pose would tend to force approximately 7 billion additional dollars 
into factory improvement each year, or about 10 percent of the current 
tax take. My plan would— 

(1) Improve the purchasing power of the dollar by producing 
goods cheaper; 

(2) Provide full employment by financially rewarding those who 
create jobs for others; 

3) Increase the real income of all employees and employers by 
encouraging greater production of things; 

(4) Keep the capital-goods industries more uniformly busy by en- 
couraging increased purchase of more efficient production equipment ; 

(5) Keep the arsenal of democracy better equipped to meet na- 
tional emergencies; 

(6) Provide a greater tax at lower rates of taxation by increasing 
the amount of reported taxable income; and 

(7) Be used as a means of regulating business activity by simply in- 
creasing or decreasing the employers’ tax credit. 

My plan has the advantage of being all-inclusive. It benefits every 
employer from General Motors to the housewife who employs a maid 
and files withholding-tax reports on her 1 employee, the corner filling 
station with 3 men, or the butcher, the baker, the candlestick maker, 
and all of their customers. 

No one will get hurt; not even the Collector of Internal Revenue. 

Allen Rucker, noted economist of Cambridge, Mass., estimates that 
if 30 percent of the present Federal tax take were annually rein- 
vested in business expansion and improved facilities, the resulting in- 
crease in output and taxable revenue would entirely wipe out the Fed- 
eral deficit in 3 years. 

The next page, Congressman Mason, is a condensed actual operating 
statement of our company for the fiscal year ending January 31, 1953. 
It shows what we took in, what the Government got in taxes, and what 
we had left. 

That is not very encouraging. 

Two weeks ago when I was in Washington I stopped up to see a 
gentleman employed by Burlington & Cov ington, William H. Deck, 


who I believe is 2 tax consultant. I put a problem up to him that we 
faced. 
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On account of our cash being involuntarily tied up in our business 
by increased accounts rec eivable, the meyreremne nts for increased ma- 
terial for inventory, requirements for additional machinery to keep up 


the orders for the Government and the other customers, assuming we 
do not have the money to pay the Government the current taxes ‘that 
we owe and cannot borrow it from the banks— 

If you will just bear with me, I will read this letter and then you 
can go home. 

This is addressed tome. He says: 


When you were in my office last week, you advised tht you have a current lia- 
bility of $132,118 for Federal income tax on your share of the earnings of the 
partnership of which you are a member for its fiscal year ended January 31, 1953. 
You further advised that the earnings upon which this tax is due have been 
largely reinvested in your business and cannot be withdrawn without damaging 
the business and that you do not have other funds readily available. 

Since Federal taxes must be currently paid, it is obvious that if you cannot 
withdraw the money from the business and do not have other funds available, you 
will have to borrow $132,118 with which to pay the tax. 

Your question was how long it would take to repay the money borrowed to meet 
these taxes, assuming an income of $187,000 per year with four dependents and 
personal deductions of $1,000, or the standard deduction of $1,000. You were also 
assuming that the present tax rate would remain in effect. You stated that you 
are married and will file a joint return and that about $18,000 per year of your 
net earnings would be required for living expenses. Any balance of your income 
after payment of current taxes could presumably be applied to pay off the money 
borrowed to meet your 1953 income taxes. 

Assuming the factors stated above, you would have to earn $187,000 per year 
for approximately 340 years in order to pay your taxes currently and repay the 
money borrowed to meet your 1953 tax liability of $132,118. 

At this rate, $187,000 per year, your total earnings before taxes for this period 
of time would amount to approximately $580,000. Of this amount, you would 
be able to use approximately $56,000 for personal living expenses if you are to 
pay your Federal income taxes currently and repay the money borrowed to pay 
your 1953 income taxes. 


In other words, it boils down to this: Because I have had a success- 
ful year last year, I have got to earn $580,000 per sonally in the next 
3 years to pay that tax. I am in bond: age to the United States Gov- 
ernment for 3 years; I am in servitude until that tax is paid. 

Mr. Mason. And not only you, but a good many others like you. 

Mr. Cox. There is only one thing that keeps dopes like me running 
businesses: because we would not know what to do with our idle time 

Mr. Mason. Does that conclude your statement ? 

Mr. Cox. In conclusion, Congressman Mason, as I say, I have 
thought about tax matters for a number of years, and I think that they 
could stand a lot of injecting of commonsense into them. I would be 
willing to come back and work with or testify further before this com- 
mittee at my own expense at any time. 

I want to say that I am sorry that I missed the full attendance of the 
committee. ° 

Mr. Mason. I am sorry for that, too, sir, because you have made a 
very interesting contribution based on a specific industry of your own, 
which is illustrative of hundreds of other industries in other lines that 
are going through the same grief that you are going through because of 
these excessive and unnecessary taxes. 

Mr. Cox. I would like to add this: that I watched Congressman 
Curtis for a while this afternoon and watched you operate, and I am 
very favorable impressed with the intense interest and understanding 
that you gentleman put into this thing. 
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Mr. Mason. Sir, as a student of taxation for 40 years, I know a great 
deal about the theory of it and the application of it and how it affects 
especially young, growing industries. It is just impossible today 
to build up any industry of any size, to take care of the future needs 
of the country and the future jobs for all of these new laborers cominz 
on the market every year. 

Mr. Cox. In our business we train these boys to follow in the foot- 
steps of people like myself, but they do not have very much of a chance 
of doing it. 

Mr. Mason. Let me say this: that up until 1940—that is only 13 years 
ago—Uncle Sam never collected more than around $5 million a year 
in taxes. Now inside of 13 years, that $5 million has grown up to 
ap proximately $68 million. 

So the taxload is 13 times as heavy today as it was 13 years ago. 
That is how it has become so burdensome so that industry eannot 
simply carry on. There is no incentive to carry on. 

Mr. Cox. That is right. 

Well, you have this angle, Congressman Mason: All we have in this 

world is time. We came into it emptyhanded. The Government is 
taking 10 months of my time every year in forcing me to use my plant 
for free 10 months of the year. My competitor, who may not be as 
smart a mechanic as I am or as successful, may get by with the use of 
his time for 1 month, and his plant for 1 month, and he makes almost 
as much profit that he can keep as I do. 

Mr. Mason. That is right. 

Mr. Cox. And a thing like today’s taxation gives the advantage to 
the large corporation and the sloppy operator. The larger they are 
and the sloppier they are, the more advantage they have 

If I try an experiment that costs me a million dollars in an effort 
to develop a product and it fails, I have lost a million dollars. If a 
company like Thompson Products tries an experiment and they are 
in the excess-profits bracket, they are out $180,000. 

Something has to be done about this thing or we are getting near 
another Boston Tea Party. 

Mr. Mason. I agree with everything you said, sir. I agree with 
everything you have said. We are just up against an impossible 
situation when it takes, on an average, 4 months out of the year of 
every man’s work—that is the average—and it takes anywhere from 
2 to 11 eudintthe out of the year in the top bracket. Work 11 months 
for the Government and 1 month for yourself. That is exactly what 
our situation is. 

Mr. Cox. Why can’t we fix it? 

Mr. Mason. The powers that be, sir, do not seem to understand 
the effects of this tax, and they want it to continue and they insist 
upon it. They forced out of our committee today, forced out of them, 
with a shotgun up against the heads of the members, by a vote of 
16 to 8, an extension of the excess- profits tax for another 6 months 
when that vote early in the year—and we polled them—was on the 
Republican side 12 to 3 against extension, and on the Democratic 
side 5 to 5. 

Now, that is what political pressure does to the boys who have this 
job to do. 

Mr. Cox. Would you like my view on that, just as a layman? 

Mr. Mason. Of course, I would like to have your view. 
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Mr. Cox. I am for continuation of the tax for another 6 months 
to let these people get their feet on the ground and to get this thing 
str eer 

Mr. Mason. They can have their feet on the ground in other ways. 

Mr. Cox. To cut it 6 months earlier or later is not going to make 
any difference in the industrial life of this country. We have done 
so many stupid things in this country and have survived in spite of 
it that it is almost like going back to plowing under potatoes and to 
buying butter and to buying cheese. If we wrote a book about what 
we did today and then read it 500 years from now, it would be one of 
the funniest books of all time. 

Mr. Mason. I could keep you here for 2 hours longer telling you 
about the mistakes we have made in the 16 years that I have been 
in Congress. 

It was a pleasure to listen to you, sir. You had a real story to tell. 

Mr. Cox. Thank you. 

Mr. Mason. I think that concludes the hearings for today by the 
looks of this list. 

There is a statement for the record from the United States Chamber 
of Commerce on this No. 10. 

(The statement referred to is as follows:) 


STATEMENT OF THE CHAMBER OF COMMERCE OF THE UNITED STATES ON INTERNAL 
REVENUE CopE Revisions Re Topic 10, EARNED NET INCOME 


Chamber position: Consideration should be given to the development and al- 
lowance of a substantial credit for earned net income. 

For the purposes of the individual income tax, there should be a reasonable 
differentiation between earned income and other income. 

Income earned through direct personal activity or exertion is entitled to a 
reasonable degree of distinction from other income. This would be true even 
if some unearned income, derived from investments in publie obligations, were 
not wholly or in part exempt from tax. Income from property now receives 
benefits which in effect cause earned income to be taxed higher than unearned 
income. 

One of the strongest urges impelling a man to work is the desire to provide 
future economic security for himself and his family. Present tax rates upon 
income are so high as to make attainment of this goal all but impossible for the 
salary earner. 


Mr. Mason. The committee will stand adjourned until 10 o’clock 
tomorrow morning when the hearings will be continued. I hope by 
that time we will have about a full row along here. 

(The following material was submitted for the record on topic 10:) 


STATEMENT OF THE NATIONAL ASSOCIATION OF MANUFACTURERS ON Toptc 10, 
EARNED-INCOME CREDIT 


The introduction of an earned-income credit into the Federal tax system 
would be contrary to the objectives of the Federal tax program of the association. 

The only reason for such a credit would be to minimize the burden of the 
high and progressive rates of income tax. Such a result could be better achieved 
by reduction in the rates and, especially, in the progressive elements thereof. 
This would benefit all income-tax payers, and not just those whose income 
fell within the definition of “earned” which necessarily would be arbitrarily 
determined. 

It is generally agreed that the overall purposes of tax-law revision should 
be to equalize the burden and simplify the structure. An earned-income credit, 
however, would introduced a new discrimination, inevitably giving rise to pres- 
pressures for relief for other classes of income-tax payers which, if granted, would 
further complicate the tax laws. For example, it is apparent that an earned- 
income credit would not benefit retired persons, and others dependent upon 
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income from pensions and investments, who have suffered the most from inflation 
over the last dozen years. 

The major income-tax problems stem from the high rates and especially the 
steep progressivity of the structure. It would constitute a dangerous precedent 
to introduce provisions in the law which would tend to divert attention from 
the basic problem. 

The association strongly recommends that the excessive use of the income 
tax be dealt with directly, and not circumvented by special relief provisions 
for various classes of taxpayers which would have the effect of perpetuating 
the high-rate policy. 





STATEMENT BY ELLSworTH C. ALvorp, WASHINGTON, D. C., Re Topic 10, EARNep- 
INCOME CREDIT 


One of the most significant social changes brought about by our present 
heavy income-tax rates is the fact that it is virtually impossible for a person 
to accumulate out of earned income a substantial reserve for his old age or 
an estate of sufficient size to support his widow or other dependents. The 
marginal tax rates on individuals now range as high as 92 percent, and the 
overall limitation of the average tax rate for individuals is 88 percent. The 
tax law no longer contains any recognition of the need to provide special treat- 
ment for earned income other than income earned abroad. The Government 
should never take more than half of a taxpayer’s earned income. 

Recommendation: Provide an overall income-tax rate limitation of 50 per- 
cent on earned income, and provide a reasonable earned-income credit for 
taxpayers below the 50-percent average tax rate. 





STATEMENT BY ApDpDISON B,. CLOHOSEY, EsqQ., ON BEHALF OF RESEARCH INSTITUTE 
or AMERICA, New YorK, N. Y. 


Some relief taxwise should be given to unincorporated businesses where the 
owners devote their full time to the operation of their businesses and draw 
salaries for the same like regular employees—that such salaries should be 
allowed as business expenses before taxes. 

An earned-income credit should be allowed. 





STATEMENT OF AMERICAN FEDERATION OF LABOR RE Topic 10, EARNED INCOMB 
CREDIT 


A substantial earned-income credit would be logical and equitable and should 
be considered in connection with pending tax revision for the following reasons: 

1. There is no depreciation allowance for labor corresponding to depreciation 
allowances for capital equipment and buildings. 

2. Earned income for the vast majority of American taxpayers represents 
essential income necessary to provide food, clothing, and shelter. The minority 
who receive a large or major portion of their income from returns on capital 
have greater taxpaying ability. It would seem that between the taxation of 
earned or investment income earned income should be given preferential tax 
treatment. Since the earned-income credit was eliminated in 1943 added reason 
for its reenactment has developed, particularly with respect to income below 
$5,000, because of the adoption of the split-income provision which particularly 
benefits married couples with income above that figure. 

Widespread revenue loss to the Treasury is now taking place under the capital- 
gains tax, estate and gift tax, taxation of partnerships, as well as through such 
loopholes as are created by the split-income provision and failure to tax dividends 
through withholding. Certain groups of taxpayers are pressing for further tax 
savings on corporation and investment income and profits. In-our opinion, such 
provisions should not only be resisted but immediate steps should be taken to 
close up all existing loopholes favoring special groups of taxpayers. 

On the other hand, in connection with any proposed downward adjustment in 
taxes the American Federation of Labor believes that immediate consideration 
should be given to an earned-income credit for those in the income groups below 
$5,000. Adoption of such a credit should certainly be given priority over extend- 
ing further special tax privileges to investment income or dividends. 
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STATEMENT OF PHILIP A, HERSHEY, CERTIFIED PUBLIC ACCOUNTANT, OF SAN 
FRANCISCO, CALIF., RE Topic 10, EARNED-INCOME CREDIT 


I have never been able to figure out why it is that a man can make a million 
dollars through his use of capital and pay only 26-percent tax on his profit, while 
if he were to individually earn that amount of money in a profession or industry, 
that that salary would be taxed at confiscatory rates. I certainly believe that 
there should be some differentiation between earned income and investment 
income. So far all the breaks have been given to invested income, not to that 
which is earned by the individual as a direct result of his personal services. 
There certainly should be some modification or some adjustment eliminating from 
tax some reasonable percentage of the earned income. 


(Whereupon, at 4 p. m., a recess was taken, the hearings to reconvene 
on Thursday, July 9, 1953, at 10 a. m.) 
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THURSDAY, JULY 9, 1953 


Hovuss or RepresENTATIVES, 
CoMMITTEE ON Ways AND MEANS, 
Washington, D.C. 
The committee met, pursuant to recess, at 10 a. m., in the Ways and 
Means Committee room, Hon. Daniel A. Reed (chairman of the com- 
mittee) presiding. 
The CuatrmMan. The committee will come to order. 


TOPIC 11—FILING RETURNS AND DECLARATIONS 


We will continue with hearings on the general tax revision today, 
topics 11 and 12. 

Congressman Charles E. Bennett is the first witness on the calendar. 

You may proceed, Congressman Bennett, with your statement on 
topic 11, concerning the time and manner of filing returns and decla- 
rations of indiivduals. 

We are glad to have you here. 


STATEMENT OF HON. CHARLES E. BENNETT, A REPRESENTATIVE 
IN CONGRESS FROM THE STATE OF FLORIDA 


Mr. Bennett. Iam Congressman Charles E. Bennett, of the Second 
Congressional District of Florida. 

[ am deeply grateful, Mr. Chairman, for this opportunity to appear 
before the Ways and Means Committee and to testify in favor of my 
bill, H. R. 985, and any other similar proposal. H. R. 985 would 
postpone by 1 month the dates for filing final Federal income-tax 
returns and declaration of estimated ax. Calendar-year taxpayers 
would file on April 15 rather than March 15, Fiscal-year taxpayers 
would file on the 15th day of the 4th month following their year’s 
end. Pa etae which are now due March 15, June 15, September 
15,and January 15, would become due on April 15, July 15, October 15, 
and February 15, and declarations for fiscal-year taxpayers would be 
changed correspondingly. 

The Rp to change the final return date from March 15 to 
April 15 was first called to my attention by the Florida Hotel Asso- 
ciation. They advised that many taxpayers must cut their winter 
vacations short to return to their homes and to prepare their tax 
returns for filing before March 15. They pointed out that changing 
the deadline to April 15 would help their tourist trade as well as that 
of other winter tourist areas in the United States such as California, 
Arizona, Maine, and Vermont. 
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Looking into the proposal, I found that it had other and much 
greater advantages to the American public generally. This proposal 
stretches the peak tax period to 314 months rather than 214 months 
as it present. This would make the preparation and filing of tax 
returns easier for taxpayers and tax accountants and lawyers as well 
as for tax-collection personnel. For taxpayers it would mean more 
time to complete their previous year’s records and to collect the in- 
formation needed in filing their returns. For accountants and lawyers 
it would mean a longer period in which to prepare the returns which 
must be concentrated in the few months between the close of the 
year and the return date. For the tax collector, it would mean that 
he could probably use more of this permanent personnel rather than 
having to hire temporary employees for the 214-month peak. 

The two most important changes proposed by H. R. 985 have been 
endorsed by the Committee on Federal Taxation of the American In- 
stitute of Accountants. In its Recommendations for Improvement 
of Federal Tax Legislation and its Administration published in 
January of this year, the committee’s recommendations 2 and 4 read 
as follows: 


2. The due date for filing tax returns should be changed to the 15th day of 
the 4th month following the close of the taxable year. 

Section 53 (a) (1) of the code, at present, requires all tax returns, except 
the returns of fiduciaries of estate or trusts, to be filed on the 15th day of the 
3d month following the end of the taxable year. It is well known that the tax- 
payers and their tax advisers have great difficulty in preparing complete tax 
returns within that short period of time. The vast majority of all tax returns 
filed for calendar year taxpayers must be prepared between January 1 and 
March 15. Many taxpayers who are in business have audits after the close of 
the year which must be completed before the tax return can be prepared. In 
addition, the Government itself is unable to cope with the flood of returns it 
receives during March, and the opening of mail and the deposit of taxpayers’ 
checks by the offices of the directors of internal revenue are frequently delayed 
for some time. 

Some relief may be obtained by changing the due date for filing returns. The 
original due date of the 15th day of the 3d month following the end of the tax- 
able year was set many years ago when there was a relatively small number 
of taxpayers and the computation of the tax was a simpler matter. Those con- 
ditions have changed drastically. Now, nearly every employed person is re 
quired to file a return and the taxes themselves have become extremely com- 
plicated. More time is urgently needed in which to prepare returns, and it 
is recommended that 1 month more be allowed in which to file returns. Tax- 
pavers, their tax advisers, and the Government would be greatly aided by the 
additional time, and there would be no reduction of revenues. 

Section 53 (a) (1) should be amended so that the due date for filing returns 
is changed to the 15th dav of the 4th month following tle close of the tayable 
year. 

Next is paragraph 4, to which I referred above: 


4. The due date for filing the final amended declaration »f estimated tax and 
payment of the tax should be changed from January 15 to February 15 to permit 
more taxpayers to file a final return in lieu of an amended declaration, thereby 
enabling the Bureau to process only a return instead of a return and a decla- 
ration. 

Under sections 58 and 59 of the Internal Revenue Code, if on or before Jan- 
uary 15 of the succeeding taxable year the taxpayer files a return for the 
taxable year for which the declaration of estimated tax is required, and pays 
in full the amount computed on the return as payable, such return is considered 
to be the declaration or amendment thereof. The 15 days allowed after the 
close of the taxable year is usually not adequate to collect the information 
required to file a return, including the W-2 form which is frequently not avail- 
able until January 31, with the result that the taxpayer files a January 15 
declaration and later files the return. It is recommended that instead of Jan- 
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uary 15, the due date be changed to February 15. The extra time will enable 
many taxpayers to file a return in lieu of the declaration resulting in economies 
to the Bureau because it will net have to process both a return and a declaration. 

This concludes the recommendations of the Committee on Federal 
Taxation of the American Institute of Accountants. 

H. R. 985 goes further in that it proposes that the first three declara- 
tion dates be postponed by 1 month. It seems that the March 15 decla- 
ration date would have to be changed to coincide with the April 15 date 
for filing the previous year’s return. Otherwise the taxpayer might 
not know his previous year’s net income when he files his first declara- 
tion. He usually needs to know this in order to estimate his tax for 
the current year. 

If the March 15 and January 15 dates are to be changed, it seems 
logical to change the June 15 and September 15 dates accordingly. 

Particularly beneficial would be the change of the final estimate 
date from January 15 to February 15. Many taxpayers cannot, within 
the short space of 15 days, obtain the information they need to deter- 
mine whether an amended declaration will be necessary. As a matter 
of fact, under code section 1625 employers need not furnish W-2’s be- 
fore January 31. With a shift of the deadline to February 15, more 
taxpayers will be able to file final returns in lieu of amended declara- 
tions, thus saving one step for taxpayer, tax adviser, and tax collector. 

The committee might like to amend the bill to prevent paper losses 
in the first fiscal year which would otherwise result from changing 
final return dates and declaration dates from June 15 to July 15. Such 
bookkeeping losses result where money which would have been charged 
to 1 fiscal year if received before July 1 is received after July 1 and 
charged to the next fiscal year’s receipts. This can be easily prevented 
by an amendment prov iding ths at the second declaration date for cal- 

ah ar-year taxpayers shall remain at June 15 and that the final return 
date and first declaration date for taxpayers whose fiscal year begins 
April 1 shall remain at June 15. I am submitting an amendment 
which would have that effect. 

The CHarrMaNn. Without objection, that will be inserted in the 
record at this point. 

(The amendment referred to is as follows:) 


AMENDMENT TO H. R. 985 To Prevent One-Step REVENUE Loss 


At page 1, line 10, delete period, insert comma, and add “except for returns 
for fiscal years beginning April 1, which shall be made on or before June 15”, 

At page 2, line 8, delete period, insert comma, and add “except for fiscal years 
beginning April 1, for which the tax imposed by this chapter shall be paid on 
June 15.” 


At page 2, lines 16, 18 and 19, delete “July” wherever that word appears and 
insert “June”. 

At page 3, delete lines 19, 20 and 21. 

At page 3, line 22, delete the words “Sec. 6” and insert “Sec. 5” 

At page 4, line 1, delete the words “Sec. 7” and insert “Sec. 6”. 

At page 4, line 4, delete the words “Sec. 8” and insert “Sec. 7’. 

Mr. Bennett. I urge that the committee give its favorable recom- 
mendation to the changes proposed by H. R. 985 as part, of the revenue 
revision now under consideration. 

Thank you very much, Mr. Chairman. 

The Cuarrman. We certainly thank you very much for that very 
remarkable paper. It was well prepared and will carry great weight. 

Are there any questions ? 
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The Chair hears none; thank you, sir. 

Under the same subject, Time and Manner of Filing Returns and 
Declarations for Individuals, I will call Mr. Joseph A. Schafer, cer- 
tified public accountant, of Philadelphia, Pa. 


STATEMENT OF JOSEPH A. SCHAFER, CERTIFIED PUBLIC 
ACCOUNTANT, PHILADELPHIA, PA. 


The CHarrmMan,. Will you give your name and capacity in which 
you appear ¢ 

Mr. Scuarer. Iam Mr. Joheph A. Schafer, certified public account- 
ant, of Philadelphia, Pa 

This morning, Mr. Chairman, I am here to see if we can’t make some 
money for the Government. 

The CHarrmaNn, I am glad to have you suggest something like that 
instead of spending. 

Mr. Scuarer. I have prepared here some revisions of the system 
by which, through simplification, it will be of big benefit to the Gov- 
ernment as well as to the taxpayers. 

The first topic on simplification is in connection with the filing of 
the optional tax returns. 

The CHArrman. Mr. Schafer, when you get through with this 
subject, you will appear again on the second subject, will you not? 

Mr. ScHarer. Yes, sir. 

The CuHarrMan. Thank you. 

Mr. Scuarer. This subject I have involves the simplification of 
filing this optional return. That is through the means of combining 
three forms. The W-4 form is the employee’s withholding exemption 
certificate. That is filed with the employer stating how many exemp- 
tions the ts axpayer ¢ laims. 

At the end of the year a W-2 form is prepared by the employer for 
the withholding statement, indicating the amount of tax that has 
been withheld on the wages for the year. Then the taxpayer files form 
1040—A, the employee’s optional income-tax return. 

l am recommending that these forms be combined into one single 
form. I have pasted some of these 3 forms together, which would be 
my version of a single form. If you like, Mr. Chairman, I would 
submit 1 of these for the record. 

The CHarrMAN. Without objection, it is so ordered. 
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(The form referred to is as follows:) 


FORM 1040A EMPLOYEE'S OPTIONAL 


195 
SESE =, S. INDIVIDUAL INCOME TAX RETURN CALENDAR Year 


IF YOU USE THIS FORM, THE DIRECTOR OF INTERNAL REVENUE WILL COMPUTE YOUR TAX _De oat write Yr space 








of YOU Wise TO COMPUTE TOUR OWN TAX GSE FORE Te) Secu 
BE SURE TO a 
ATTACH ALL YOUR | nysrse ' pn mnncnrtee 
ORIGINAL 1982 PLEASE PRINT. ithe was return husbead aod wife, use Gr ac hs 
WITHHOLDING HOME ADDRESS | 
STATEMENTS PLEASE PR Street and umber oc resal route) 
(Forms W-2) 
(City, town, or post ofhce (Postal 200¢ umber ave | 
Social Security N Qrvcer 
est EMPLOYEE'S WITHHOLDING EXEMPTION CERTIFICATE 





—  ibem 





(Collection of Income Tax at Souree on Wages) 





2 On tines A and B below — 

1. List your name If your wife (or hushan: as 1 65 nor biied the 1 

had no income, or if this is a joint return, | Check below fen Doc. 31,1952) i otter 65 or blind wie to fore 2 
© both 6 
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Mr. Scrarer. On these I provide the three forms. In other words, 
first is the withholding exemption certificate, which the employee fills 
out the same as he does now on the final form. In other words, before 
the be cinning of the vear I would have him list all of his dependents 
and whatever exempt ions he has. In that way you avoid the possibility 
that when an emplovee claims on the W-4 form, he puts dow nin many 
cases what he feels like putting down. He puts down 4, 6,7; it makes 
no difference what because there is no check really. It just says 
number of exemptions. 

But on the return he must list them all, and I recommend that that 
be part of this single form. That at the beginning of the year the 
emplovee list all of his dependents and then certify to it right then 
and there. 

I think there would be better control over exemptions taken, because, 
in many cases, it would be psychological. 

Another thing is that usually the workers or the employers are 
in a better position to know how many these people have, so there 
would not be any chiseling. 

The Cramman. Right there let me ask: A person may have a child 
come along during the year, at different times of the year. How do 
von handle that ? 

Mr. Scrarer. IT provided in my statement that when there is a 
change, such an additional dependent, that an amended form can be 
filed with the employer to give effect to the new dependent, so that 
from that point on the employer can change his withholding. So that 
wonld provide for that. 

The Cramman. Thank you. 

Mr. Scnarer. Of course, he is supposed to do the same thing at 
present with the W—4 form when there is a change. 

Mr. Fsernmarter. Mav I interrupt. Mr. Chairman? 

The Crarrman. Mr. Eberharter will inquire. 

Mr. Enernarrer. Mr. Schafer, I wonder if you made your sugges- 
tion to the staff? 

Mr. Scrarer. T nreviouslv had taken these things up with the staff 
and also with the Treasury Department, and the reports were studied 
bv the Revenue Bureau. I have been after this, I think, for a couple 
of years, and mv general revision system on the withholding system 
for lonver than that. 

Mr. Eserrartrer. Have you had it up with the accountants asso- 
ciations? 

Mr. Scrarer. No, sir: T have not. 

Mr. Fnernarter. But you have discussed it with the technical staff? 

Mr. Scrarer. Yes, sir: in the past. 

I also recommended these revisions in the request that was made 
last fall for people to submit recommendations and suggestions to the 
joint staff. 

Mr. Enernarter. I remember that; yes. 

Mr. Scnarer. When we get to the end of the year, we have this W-2 
withholding form that is prepared by the employer. That involves a 
certain amount of work, too, for the emplover. That can be put 
directly right on this single form. No additional form is necessary 
for that. 

As a matter of fact, the employee’s name is already on here, on the 
form. He has listed his dependents, and all the employer has to do 
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is insert the total wages and the total tax withheld, a very simple 
operat ion for the employe rat the end of the year. 

The Cuaimman. It is your contention, then, that this one form that 
you are presenting here would save at least considerable expense in 
the preparation of printing so many forms? 

Mr. Scuarer. I believe that would be so, and also the time involved 
for the employer. 

Finally, at the end of the year, after this is finished and the copy 
submitted to the employee, practically the whole thing is already pre- 
pared for the employees that have just the simple situation where they 
have only wages, say. 

However, this ‘form here conforms to the 1040—A, so that whatever 
additional income the employee must report can be inserted at that 
time. But practically everything is all filled out already. Then it 
requires merely the entering of the rest of the questions and the certifi- 
cation of the taxpayer, and the return is all completed. It merely 
needs to be filed. 

I think that would save a lot of expense; as you remarked, and it 
would be a great relief to the taxpayers. 

Mr. Chairman, I would like to recommend that prompt action 
might be taken on this thing so that it could be installed by January 1 
of 1954. I do not see any reason why this should have to wait for a 
couple more years. I believe if an amendment or bill were put through 
to revise this particular phase, it would be possible to have it in- 
stalled by the first of the year. 

Mr. Mason. Mr. Chairman? 

Mr. Cuarrman. Mr. Mason. 

Mr. Mason. Are not all of those blanks decisions by the department 
and not matters of law, and we would have to change the law in order 
to provide this combined report ? 

Mr. Scuarer. I believe that will be necessary because in the law 
it provides for the various forms, you see, and I think that would 
have to be changed by the law. 

Mr. Mason. The various forms could just as well be on one sheet. 

Mr. Scuarer. They could, yes. But the provisions in the act would 
probably have to be amended to do that. 

But I do not see why this should have to wait 2 years when it would 
be possible to do it in a very short time. It is not very complicated. 

I would recommend prompt action so that it could be effective Jan- 
uary 1, 1954. 

The Cuarrman. You know, a new idea is about as difficult to break 
in as a new shoe. 

You have made a fine statement here. We like to get these sugges- 
tions for consideration to save the taxpayers time and trouble. We 
are glad to hear you and we will hear you again today, I believe. 

Mr. Scuarer. Yes, sir. 

The CHarrman. We thank you. 

We will insert your prepared statement into the record at this point 
as well as an article from the September 1949 issue of Taxes—the 
Tax Magazine. Before proceeding to the next topic, we will insert, 
in lieu of an appearance, a statement on behalf of the American Bar 
Association covering topic 11. 
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(The statements referred to are as follows:) 


STATEMENT BY JosepH A. SCHAFER, CERTIFIED Pusric ACCOUNTANT, PHILADEL- 
PHIA, Pa., Re Stmp.iFrep METHOD OF FILING OpTIONAL TAx RETURNS 


Supplement T of the Internal Revenue Code provides for the filing of the 
employee’s optional income tax return, form 1040A, if gross income is less than 
$5,000, and consists entirely of wages reported on withholding statement (form 
W-2), or of such wages and not more than $100 total of other wages, dividends, 
and interest. The director of internal revenue computes the tax for the tax- 
payer and sends either a check for a refund or a bill for the balance of tax due. 

In order to simplify the task of filing optional returns, it is recommended that 
three separate forms—the withholding statement (form W-2), the employee’s 
withholding exemption certificate (form W-4), and form 1040A—be combined 
into a single form. The detailed filing procedure would be as follows: 


PROCEDURE 


(a) The combined form W2/4-1040A would consist of an exemption section 
to be filled out by the employee and in which he would list every person claimed 
as a dependent. This exemption section would be certified to by the employee 
and then turned over to the employer before the beginning of the year. 

(b) The combined form would be retained in the files of the employer for the 
purpose of tax withholding during the course of the year. Changes in exemptions 
could be made when they occur by filing an amended form. (This replaces form 
WwW.) 

(c) After the close of the year the employer would insert in the proper spaces 
on the combined form only the total wages and tax withheld. (This is now done 
on form W-2.) 

(d) The employer would then give the original and duplicate of the form to the 
emJoyee, and the triplicate would be forwarded to the director of internal 
revenue. (This replaces form W-2.) 

(e) The employee would then complete the original copy of the form by 
reporting in the income section any additional income of less than $100 from 
other wages, dividends, and interest. (This is now done on form 1040A.) He 
would then sign the certification section and forward the return to the director 
for processing 

(f) In case the employee had worked for two or more employers during the 
year, he could clip together all his original forms and then forward them to the 
director. 

(g) Other taxpayers would continue to file form 1040 according to present 
procedure, attaching thereto the new combined form if required. 


BENEFITS 


Optional tax returns are filed by about 20 million taxpayers each year. As 
the proposed form of return is practically all made out and in most cases will 
require only the taxpayers’ signature, the procedure is greatly simplified and 
filing becomes an easy task for these taxpayers. 

The certification of the exemption section on the proposed form at the begin- 
ning of the year should result in more accurate claiming of exemptions and 
perhaps additional tax revenue. 

Smployers should be able to save 75 percent of the time and expense involved 
in the preparation of the present withholding statements after the close of each 
year. 

The combining of three separate forms into a single form should result in a 
satisfactory saving for the Government because of reduced paper and printing 
costs, as well as handling, processing, and storage expenses. 

The relief to the taxpayer by simplifying the task of filing tax returns, the 
reduced work involved for the employer, and the probable savings to the Govern- 
ment should merit prompt action on this desirable change in filing, requirements. 
If immediate action could be taken, there would be sufficient time to put the plan 
in operation by January 1, 1954. 
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Is It Trme To REVISE THE WITHHOLDING SYSTEM? 
By Joseph A. Schafer,’ CPA, New York and Pennsylvania 


The author presents a plan to eliminate 30 million Federal income-tax returns 
and save an estimated $45 million in expense to the Government 


This discussion is intended to supplement my article The Withholding System 
Needs Revision, in the May 1948 issue of Taxes—The Tax Magazine. The earlier 
article presented a system of collecting Federal income taxes from individals 
whereby the amounts withheld during the course of the year would represent 
exactly the actual amount of tax due by a taxpayer on his income for that year 
In that case the taxpayer would be exactly even with his obligation at the end 
of the year, and could therefore be excused from the duty of filing a tax return 
to report his earnings and the related tax thereon. 

The system would apply only to the group of taxpayers having income under 
$5,000. As it would be possible for 90 percent of that group to dispense w ith the 
filing of tax returns each year, a minimum of 30 million taxpayers would be 
eliminated from the tax rolls. 

In order that the amounts withheld may equal the actual tax liability, a single 
effective rate of tax would be applied to earnings. That rate would take into 
consideration all factors involved in the determination of income tax—personal 
exemptions, deductions for contributions, interest, taxes, medical expenses and 
other losses and expenses, normal tax and surtax rates, and also the complicated 
reductions in tax now in effect. 

No tax would be withheld on earnings until the basic exemption claimed had 
first been applied against that income by the employer. Thereafter the earnings 
would be subject to the effective withholding rate, and the tax so collected would 
represent the full and correct amount of tax due. In other words, the employee 
would have a tax-free period corresponding to the number of weeks it would 
take to absorb the total amount of his exemptions. 

An employee having a personal exemption of $600 would be paid the full amount 
of his earnings free of the withholding deduction for as many weeks as it takes 
to use up his $600 exemption. For earnings of $60 per week the employee would 
have a tax-free period of 10 weeks to absorb his $600 exemption; and for earn- 
ings of $80 per week, he would have a tax-free period of 20 weeks before his 
exemption was absorbed. 

After that point is reached, every dollar earned during the rest of the year 
would be subject to the same withholding tax rate. It would not make any 
difference whether payment were for piece work, on an hourly rate basis, or for 
salary, bonus, or supplemental pay, since every dollar would be subject to the 
Same percentage of withholding. 

The employer would need to know only the proper amount of earnings free 
from withholding during the first part of the year, and also the point at which 
the particular employee absorbs his total exemption and enters the withholding 
status. The employee would be required to inform the employer of the number 
of exemptions claimed, which information, of course, would be given by means 
of the Employee's Withholding Exemption Certificate (Form W-—4). 

In order to eliminate 90 percent of the group of taxpayers having income under 
$5,000, the system would have to be expanded to include all wage earners, whether 
factory workers, agricultural laborers, or domestic servants. In all cases with- 
holding would be made by the employer, who would be responsible for withhold- 
ing the proper amount from the employee’s compensation, paying such withheld 
funds to the Government and reporting the facts according to the requirements. 


EXEMPTIONS 


The W-4 Withholding Exemption Certificate would require the employee to 
give all the information he now enters on the tax return in connection with his 
exemptions. Such data includes the employee’s own name, his wife’s name if 
she is included as an exemption, and the names of other close relatives who 


1Mr. Schafer, a former Bureau man, now is a tax practitioner in Philadelphia. He is 
also a lecturer at Temple University. 
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receive more than one-half of their support from the employee and whose income 
is expected to be less than $500. The relationship of the parties should be indi- 
cated, and it also might be desirable to show their ages. 

The form should be subscribed by the employee with the statement that he 
declares under penalty of perjury that the certificate is true and correct accord- 
ing to the best of his knowledge and belief. It might be desirable to require a 


statement that the dependents are not expected to earn more than $500 during 
the year, and also that the exemptions are not claimed by another taxpayer. 

In case of an additional exemption during the year, such change would be 
effective only from the date of the next payroll after the employer is advised of 
the exemption, and no effect would be given thereto to apply it so as to affect 
yast withholding retroactively. At that point a new tax-free period would arise 
to cover the amount of the additional exemption, and no withholding would be 
applied until the amount of the new exemption was absorbed by earnings during 
that tax-free period. After that point the full amount of earnings would again 
be subject to withholding. If the additional exemption arises very late in the 
year, the employee would be entitled only to what he earns during the remaining 
portion of the year, even though he does not obtain the benefit of the full amount 
of an additional exemption. 

In case of a reduction in exemptions because of the death of a dependent, ne 
change would be made during the current year but the employee would obtain 
the full benefit of the exemption. It would be impracticable to require the tax- 
payer to refund to the employer any portion of the withholding tax which had 
not been deducted for the period prior to the dependent’s death. 

The same procedure would apply in the case of a dependent who marries. If 
the father has claimed exemption for that dependent, no change in status would 
be made that year. However, the dependent’s exemption could not be claimed 
in that same period either by the dependent or by her or his spouse. 

If the employee claims exemption for a son who just begins to earn income 
during the year, the exemption status should not be disturbed for the father. 
Therefore, the full amount earned by the son would be subject to withholding. 
In other words, the exemption could be claimed only once, and if the father 
claimed the exemption before the son began to earn income, it would remain in 
that status until the end of that year. In the following year the father could 
not claim the son as a dependent since the son would claim his own exemption. 
The same procedure would be followed in the case of an invalid dependent who 
recovers during the year and again earns income. A return could be filed to 
adjust any inequities which might arise. 


CHANGES IN EMPLOYMENT 


When an employee changes employment, the new employer would have to 
obtain certain information, such as the number of exemptions claimed, total 
salaries or wages earned to date, and perhaps total tax withheld on those earn- 
ings to date, all of which would be in addition to the W-—4 that the employee sub- 
mits to his new employer. If such information cannot be obtained, the entire 
amount of the new employee's earnings would be subject to the withholding tax. 
Transfers to new employers or among divisions in a large cornoration shovld not 
create any problems, as it would be necessary merely to obtain the employee's 
accumulated earnings to date for comparison with the total amount of his exemp- 
tions in order to determine whether his salary is subject to withholding at that 
particular time. At any rate, that requirement would be the only time the past 
and the present employers would be in contact, and there would be no further 
relationship between them. After an employee has left an employer and ts 
entitled to bonus or other supplemental payment, withholding would be based on 
the full amount to be paid. 

It should be noted that 63.4 percent of taxpayers earning salaries or wages 
have only 1 employer during the year, 33.6 percent have from 2 to 4 employers, 
2.2 percent have 5 or more employers, and less than 1 percent do not state the 
number of employers on their returns. In special cases where a taxpayer changes 
employment many times during the year, or in other complicated situations, the 
employee could file a tax return to correct or adjust the tax withheld or paid 
during the year. 

EXTENSION OF WITHHOLDING 
In order to obtain complete collection of income tax from the greatest number 


of taxpayers, it is desirable to extend the withholding system to cover all pay- 
ments to individuals for dividends, bond interest, annuities, and pensions, Sal- 
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aries or wages only are reported on almost 32 million returns in the group having 
income under $5,000, representing 82.5 percent of all returns in that group wh ch 
reported salaries or wages. If dividends and interest are ncluded, those covered 
by complete withholding would be almost 90 percent. As to returns under $5,000 
which reported dividends and/or interest only, or such income together with 
salaries or wages, 2,500,000 returns, or 55.5 percent, would be completely covered 
by this withholding system, while 2 million returns, er almost 44.5 percent, would 
have to file returns anyway because they also had other income, and the amount 
withheld from them could be taken as a credit on their tax returns, 

Almost 140,000 returns in the group having income under $5,000 reported 
income only from dividends and/or interest, and therefore would not have their 
exemptions absorbed through withholding from salaries or wages. In case a 
taxpayer had income only from dividends and bond interest, an exemption cer- 
tificate could be filed with only one corporation, and could not be split among 
several payors; and it also might be required that the exemption claimed was 
expected to be offset by the amount of income to be received from the payor with 
whom the certificate was filed. Such procedure probably would concern only the 
above-mentioned 140,000 taxpayers, for the reason that the others who had 
income from dividends and interest together with salaries or wages would have 
obtained the benefit of their exemptions through withholdings on their salaries 
or wages. 

Similar procedure would apply to income from annuities and pensions. 


VERIFICATION 


Taxes withheld from salaries, wages, dividends, bond interest, annuities, and 
pensions should be paid over to a Government depositary by the collecting agent 
semimonthly or at least monthly. The present system with respect to employers 
requires that a quarterly Return of Income Tax Withheld on Wages (Form W-1) 
should be filed to account for the tax withheld from employees during the period 
and paid over to the depositary. The employer also must file an annual Recon- 
ciliation of Quarterly Returns of Income Tax Withheld on Wages with Income 
Tax Withholding Statements (Form W-3). The employer must attach a copy 
of the Withholding Statement (Form W-2a), which will show as to each em- 
ployee the total amount paid during the entire year as well as the total tax with 
held. The same procedure would be required under the proposed system. 

Withholding from dividends, bond interest, annuities, and pensions would be 
accounted for in the same manner by the payor corporations. The filing of an 
annual report would be required before the end of January of the following year. 
Withholding forms similar to Form W-2a should be attached for every recipient 
to show the total paid during the year and the total tax withheld therefrom. 

For purposes of verification deputy collectors would be able to examine pay- 
roll, dividend, interest, annuity, and pension lists and records for a particular 
year right at the source. Such examination would cover all taxpayers on the 
rolls of the payors on a mass production basis. In other words, a group of tax- 
payers on a payor’s record could be thoroughly reviewed as to earnings, exemp- 
tions, and withholdings in a fraction of the time it would take to review the 
individual tax returns for the same group of taxpayers. 

On the other hand, if Forms W-2a are forwarded to the Internal Revenue 
Bureau for the various types of income during the year, including information 
returns for miscellaneous payments, the assembling and sorting of the forms 
according to taxpayers would disclose any discrepancies and errors, intentional 
or otherwise, and also would show the cases for which tax returns should be 
filed as where the income from various sources totals over $5,000, or where 
miscellaneous income was received. 


EFFECT ON TAKE-HOME PAY 


The effect of the proposed system on take-home pay of the employees is pre- 
sented on the basis of the current tax rates and $600 exemptions. A single per- 
son having one exemption and earning a salary of $50 per week would have a 
tax-free period of 12 weeks from January 1 to March 26, during which no tax 
would be withheld from his salary since his earnings would first be absorbed by 
the amount of his exemption. Instead of taking home $44.40 during those 12 
weeks, he would take home the full amount of his pay, $50. Tax would be with- 
held only during the last 40 weeks of the year, from March 28 to December 81, 
at the rate of $7.47 per week, so that his take-home pay would be $42.58 each 


week. Compared to what his take-home pay would have been if the withholding 
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had been spread over the entire year, the employee would receive only $1.87 less 
per week during the new withholding period of 40 weeks. But, it should be 
noted, he would take home $5.60 more during the tax-free period of 12 weeks. It 
cannot be contended that the difference of $1.87 in take-home pay during the last 
40 weeks would impose a hardship on a single person earning $50 per week. 

In the case of a single person earning $30 per week the difference in take-home 
pay for the 32 weeks representing the new withholding period (from May 23 to 
December 31) would be $1.88. But he would take home $2.60 more per week 
during the first 20 weeks (from January 1 to May 21). 

lor a married person having two exemptions ($1,200) and earning a salary of 
$50 per week, no tax would be withheld from his salary during the first 24 weeks, 
from January 1 to June 18, since his earnings would first be absorbed by the total 
amount of his exemption. Instead of taking home $46.30 during those 24 weeks, 
he would take home the full amount of his pay, $50. Tax would be withheld only 
during the last 28 weeks, from June 20 to December 31, at the rate of $7.47 per 
week, so that the take-home pay would be $42.53 per week. Compared to what his 
take-home pay would have been if the withholding had been spread over the 
entire year, the employee would receive $3.77 less per week during the new with- 
holding period of 28 weeks. But he would take home $3.70 more during the tax- 
free period of 24 weeks. A married person earning $50 per week should be able 
to manage his finances satisfactorily under those circumstances. 

In the case of a married person having 2 exemptions ($1,200) and earning $30 
per week, the difference in take-home pay for the last 12 weeks representing the 
new withholding period (from October 10 to December 31) would be $3.78, but 
he would take home 70 cents more per week during the first 40 weeks, from 
January 1 to October 8. During the last 12 weeks of the year he would take 
home $25.52 instead of $29.30. 


EFFECT ON EMPLOYER OR CORPORATION 


It is not logical to assume that it would take longer to withhold the correct 
amount of tax than it would to withhold the incorrect amount, as is the case 
under the present system. It must be admitted that considerable time is con- 
sumed by the withholding procedure under the present system, For an employer 
to withhold tax from the employee’s earnings it is now necessary to refer to five 
separate withholding tables, depending upon whether payment is made weekly, 
biweekly, semimonthly, monthly, or daily, or by the miscellaneous method; in 

ddition, tables can be obtained for 10-d and 28-day payroll periods. To obtain 

» amount of the withholding tax applicable to the earnings, according to the 

articular method of payment, the tables are divided into as many as 88 brackets 
of income and as many as 11 columns representing the number of exemptions to 
which the employee is entitled for the purpose of the withholding tax. 

On the other hand, such procedure would not be required if the employee is 
excused from withholding during his tax-free period, which is the period of time 
it takes for his earnings to absorb his exemptions. Under the new system the 
only task involved would be to observe at which point the employee has absorbed 
all of his exemptions, and from that time on to place him on a withholding basis. 
In many Cases s withholding would not begin until after the middle of the 
year; and since there wo not be any withholding during that period, it would 
not be necess » payroll clerk to scan withholding tables. 

After the tax-free riod the withholding would be ascertained by a simple 
ealculation. If a flat rate of tax is used, that rate would be applied to every 
dollar of the employee’s earnings after he comes into the withholding status. In 
other words, the computation would be merely the application of the rate to the 
base pay in order to determine the amount to be withheld, which, of course, would 
represent the actu tax due by that taxpayer, no more and no less. A one- 

table coulk e furnished to give the result of applying the flat rate to 

lollar of income it would not be necessary to bunt in an 11-column table 

he amount to be withheld. Compared to time spent in referring to the 

withholding tables now in use, only a fraction of the time should be required 

to do that work. Furthermore, the total withheld by the employer on a complete 

payroll would be easy to verify in the aggregate. It also would be easy for the 

employee to check his take-home pay and the amount withheld by a simple 
calculation 

In an IBM machine system, the procedure also would be simple. The employee’s 
accumulative record card, which contains payroll data for year-to-date earnings 
or other similar totals, would be used to pick out automatically those employees 
who become subject to withholding at a particular pay period. It would be 


y 
x 
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necessary to punch the card at the total amount of the exemptions to which the 
employee was entitled ; and when the card is run through the machine, it is sorted 
for special attenttion. At that point part of the pay may be tax free and part 
may be subject to withholding, in which case separate cards would be punched 
for each portion of the pay But that would happen only one time during the 
year (unless an employee is entitled to an additional exemptic 

After an employee becomes subject to withholding, every dollar of his earnings 
would have the same treatment by application of the withholding rate to determine 
the amount to be withheld. In obtaining the amount to be withheld from each 


m later in the year). 


payment of salary or wages thereafter, the proper data would be punched on a 
master payroll card, which, when run throug h the machine, produces the payroll 
record. The card would contain current salary and tax deduction factors as well 


as the facts regarding the employee’s payroll status. The machine would auto- 
matically print all the facts for the payroll record; and if a flat rate of with- 
holding tax is to be applied, the calculation can be made automatically by the 
machine, which at the same time will make the deductions and extensions to 
arrive at the net amount of the check for the employee Consequently, it should 
require less work to withhold taxes on salaries ind wages in an IBM system 

Of course, there would be additional work in connection with the new feature 
of withholding from dividends, bond interest, annuities, and pensions. The 
application of a flat rate to every dollar paid by the corporation is a simple task 
in any accounting system The withholding amount would be obtained by apply- 
ing the rate to t 
withheld amount could be e — into a special column and the net amount of 
the payment entered in the third column. Verification of the total thhela 
would be an easy matter, requiring only the application of the rate to the aggre- 
gate payments subject to tax. 
Although it is desirable to require corporations to transfer the withheld funds 
to a Government depositary within 15 days, for which transfer a receipt would 
be obtained, it should be necessary for the corporation to make only 1 report each 
year for such withholdings. The report should cover the period of a calendar 
year, and should be submitted before the end of the following January. The 
report should be a reconciliation of all the withholdings and payments to the 
Government during the year, similar to the Form W-3 now used by employers 
to report on withholdings from wages. It would be desirable to furnish taxpayers 
with a form similar to the W-2 to show the total paid to them during the year 
and the total withheld therefrom. At the same time duplicates of the form 
could be transmitted in support of the reconciliation report in January for the 
use of the Internal Revenue Bureau in the verification of the regular Forms W-2a 

Since there would be practically no withholding on salaries or wages during 
the first month of the year, all the tasks to be performed in connection with the 
reports on withholdings from dividends, bond interest, annuities, and pensions 
could be done dur the month of January without special assistance. 


he base amount of the payment In a columnar record the 








FARM LABORERS AND DOMESTIC WORKERS 


Withholding on payments to employees not now subject to withholding, such as 
farm laborers and domestic workers, would require additional effort on the part 
of their employers. but those employers are in a better position to collect income 
tax from their employees through withholding than is the Government. At 
present many of those employees ignore their tax cbligation, with the result 
that much revenue from that source is lost each year. Withholding the tax from 
the earnings of that group would assure collection of income taxes on their 
salary tor wage incomes; or at least, if the work is on a part-time basis, the 
employer would be required to report ton information Form 1099 any payments 
during the year totaling $100 or more. At the same time, those taxpayers would 
be free of the task of preparing and filing tax returns every year, and likewise 
of the problem of making payment for the amount due in a lump sum because 
collection thereof was not spread over the entire year through withholding. 

It is almost a certainty that all the employees in the above group, who are 
now exciuded from the Social Security System, will be brought into the system 
before long, so that their employers will be required to withhold 1 percent of 
their salaries or wages for the social-security tax. When that occurs, it is 
apparent that their employers also will be required to withhold from their earnings 
un amount for income tax, as is now the case for all other employees who are 
subject to income-tax withholding. Therefore, since the withholding system will 
be established for farm laborers, domestic workers, anc others in the near future, 
their employers will have to participate in the system anyway. In that case 
it would be desirable to base withholding on the methods in this proposed plan 
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RELATION TO SOCIAL-SECURITY TAX 


As a part of the proposed plan, there should be correlation between the income 
tax and social security withholding systems. ‘That could be accomplished simply 
by combining the two ft: rates so that only one rate would be applied to the 
sulary or wage base for the purposes of the withholding deduction. That is, 

stead of withholding 1 percent for social-security tax and 17 percent for income 
tax, the flat effective rate to apply would become 18 percent, representing the 
deduction for both withholdings. Prior to the time the taxpayer becomes subject 
to the withholding for income tax, the withholding would be at a rate of 1 percent 
only for the social-security tax. 

Irn employers’ payroll records it would be possible to group payments made to 
employees whose salaries or wages are not subject to income-tax withholding 
because of the tax-free period and payments subject to both withholdings at 
the combined rate, the former group being subject to the 1 percent withholding 
for social-security tax onl) Such method could be used to simplify the audit 
and verification of total withholdings. In annual reports to the Government 
the employer could indicate the portion representing the social-security with- 
holding and the portion representing the income-tax withholding, to enable the 
collector of internal revenue to credit the proper funds and accounts. Such 
procedure would greatly reduce the work now performed by employers, and 
would be a desirable simplification in the handling of the various payroll taxes 
now in effect. 


EXTENT OF COVERAGE 


Of the returns under $5,000 which reported income from salaries or wages, 82.5 
percent had no other kind of income except salaries or wages and 6.29 percent 
had no other kind of income except dividends and/or interest combined with 
salaries or wages. Therefore, about 89 percent of those returns which reported 
salaries or wages could be covered by complete withholding, while only 11 
percent of the salaries or wages group under $5,000 would have to file returns 
because of other income items. Those same percentages apply to the dollar 
amount of income that would be subject or not subject to complete withholding, 
89 percent representing the dollar amount of income from salaries, wages, 
dividends, and interest, for which the full tax would be collected through with- 
holding at the source, and 11 percent representing the items of other income of 
any nature, for which taxpayers having under $5,000 income during the year 
would have to file returns. 

As to the number of returns affected, out of 38,600,000 returns in the group 
reporting salaries or wages, 34,300,000 would be eliminated; those which re- 
ported only salaries or wages would total 31,900,000, and those which reported 
income from dividends and interest combined with salaries or wages would total 
2 400 000 

Of 5.400.000 returns which reported income from dividends and/or interest, 
1£.500,000 were in the group under $5,000. Of the latter group, 2,500,000, or 56 
percent, reported salaries or wages and dividends and/or interest without any 
other kind of income, while about 2 million. or 44 percent, included other income 
items. Taxpayers in the latter group would have to file returns anyway, but 
the other 2,500,000 returns could be eliminated by complete withholding. 

Complete withholding on dividends and bond interest would assure full collec- 
tion on all such income from every taxpayer group, high income or low income. 
Otherwise, some of that income is inadvertently omitted by the taxpayers be- 
cause dividends amounting to less than $100 during the year are not reported 
on information returns by the corporations. The omission of such amounts 
cannot easily be disclosed unless the taxpayer's income is carefully checked 
by the examiner. ‘The same applies to interest received on United States savings 
bonds, much of which income now escapes taxation because there is no easy 
method of disclosing the omission of such income. About 3,100,000 returns 
reported dividends and/or interest under $100, but many overlook such items 
of income if they are of small amount. None of such income would escape 
taxation under a system of withholding at the source on dividends and bond 
interest. About 400,000 corporations pay out dividends, and their records could 
be examined on a mass production basis in the verification of withholdings 
thereon. 

Of 9,700,000 taxpayers filing returns under $5,000 who reported other income 
(including annuities and pensions), and for whom returns would be required, 
5,800,000, or 55 percent, would have part of their tax collected through with- 
holding on salaries or wages, and dividends and bond interest. To that extent,. 
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the tax would be fully collected on such sources of income, and quarterly pay- 
ments on estimated declarations of the tax would be eliminated. The other 
4,400,000 returns, or 45 percent, had only other income or loss to report. The re- 
turns under $5,000 which reported income from annuities and pensions totaled 
217,500, which represents about three-fourths of all returns reporting such in 
come, and for which there would be complete withholding. 

About 800,000 returns in the group under $5,000 reported other “miscella 
neous” income (other than income or loss from rents, royalties, businesses, pro- 
fessions, estates, trusts, capital assets, and other property). Returns would 
still be required for all of those sources of income. Information returns would 
be required for all payments of other income amounting to $100 or more during 
the vear for which there is no withholding at the source. 

However, about 200,000 returns reported other miscellaneous income under 
$100. The Government would have to depend upon the taxpayers receiving 
payments under $100 to include all such receipts in their tax returns. If 50 
percent of the 200,000 fail to report such income, and the average of such 
omitted other income is $50, then the Government would fail to collect tax at the 
lowest rate on only $5 million. In that case the tax loss would be less than 
$1 million. In contrast, the Government loses at least $5 million of tax each 
vear under the present system because of the income which escapes tax at 
the higher rates On the other hand, very little tax would be lost because of 
the failure to report all income if the withholding system covered collection at 
the source on salaries, wages, dividends, bond interest, annuities, and pensions, 
and the requirements for filing tax returns and information reports for all other 
cases were as proposed in this system. 


SAVINGS IN COST 


It would be a conservative estimate to assume that a minimum of 30 million 
tax returns could be eliminated under the proposed system. But the saving 
would not be just those 30 million forms. It has been estimated that compared 
to the number of returns filed, six times as many blank forms must be printed 
and distributed. The reason is that the taxpayer files the original copy with 
the collector of internal revenue and retains a duplicate copy for himself. In 
many cases an additional copy is retained by the accountant or other person who 
prepares the return for the taxpayer, and it may be assumed that another blank 
is spoiled or destroyed for every one filed. Extra blanks of the form must be 
printed for possible future requirements. If it is assumed that 5 copies are 
required for every return filed, then 150 million blank forms would not have 
to be printed. At the same time it would be unnecessary to print 30 million 
instruction pamphlets to accompany the tax return forms mailed to the tax- 
payers, as well as the envelopes used in mailing the forms. 

If a cost of 10 cents per copy of the form is assumed for the cost of paper used 
in the forms, instruction pamphlets, and envelopes, the printing of those items, 
and their handling and shipping, then the Government would be able to save 
$15 million in expenditures for the 150 million blank forms not required. And 
if a cost of $1 per filed tax return is assumed for the cost of salaries and other 
expenses incident to the receiving, handling, processing, reviewing, auditing, 
examining, and storing of the 30 million tax returns to be eliminated, then the 
Government would be able to save $30 million on those items. The total saving 
in actual expenditures to the Government would be $45 million. 

Also to be considered is the saving of the time now consumed each year in the 
preparation of tax returns by the 30 million taxpayers who could be excused 
from that task, as well as the relief of their worries over the problems en- 
countered every year in determining the proper amounts to report as income, 
deductions, and exemptions. Just the fact that almost 90 percent of the tax- 
payers having income under $5,000 per year could be saved from the bother and 
annoyance of tending to that duty every year should be enough to warrant 
putting the proposed system into effect, without even considering the fact that 
the Government could save at least $45 million each year. 

Other potential benefits to many taxpayers would result because taxpayers 
would not have to purchase special books and pamphlets to educate themselves 
on the preparation and filing of tax returns, the amounts to be reported as in- 
come, and the amounts to be claimed for the various deductions and for 
exemptions. If 50 percent of the 30 million taxpayers could be saved an average 
of 50 cents each for such expenditure, the total saving to them on that item would 
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be $7,500,000. And if the other 50 percent availed themselves of the services 
of the so-called tax experts in the barber shops, tailor shops, drug stores, and 
real-estate offices at a rate of $2.50 per return, then the total saving for those 
who could be eliminated would be $37,500,000. The total saving to the taxpayers 
themselves would then amount to $45 million. The combined saving to the tax- 
payers and the Government would be $90 million. 

Reyond the monetary benefits of this plan, consideration might be given to the 
saving in paper and other materials. The paper which would not be consumed if 
20 million tax returns were eliminated would equal that now used in printing 150 
million copies of the blank tax forms, 30 million instruction pamphlets, and 
perhaps 30 million envelopes needed for mailing purposes. To that could be 
add the 15 million special books and pamphlets on income taxes for individuals 
which would not be needed If a saving of the total quantity of all the paper 
which could be saved through the elimination of 30 million tax returns actually 
resulted through this plan, then the heavy demand for paper would be relieved 


that extent. The benefit in this respect would be of a vital nature if it again 
becomes necessary to engage in war production. The same theory applies to the 
labor expended in printing and handling and all the other tasks required in 


connection with the filing of tax returns. 
BENEFITS 


The benetits under the proposed system are summarized as follows: 
I 


(1) At least 30 million income tax returns could be eliminated; and 30 million 
tuxpayers would be relieved their worries in connection with the filing of tax 
returns and the determination of their taxable income, the amounts of the 
various deductions, an heir claims for exemptions. 


(2) The Government would be able to save $45 million in the cost of salaries, 


materials, printing, handling and shipping, storage, and other related expenses. 
laxpayers would be able to save an additional $45 million which they now pay 
in connection with the filing of their tax returns. The combined saving would 
total $90 million. 

(3) The Government would be assured of full collection of tax on 89 percent 
of the aggregate income reported by taxpayers in the group having income under 
$5,000. Returns would have to be filed for only the remaining 11 percent of the 
aggregate reportable income. In connection with the latter, information returns 
would be required for payments of $100 or more to a person in 1 year. 

(4) Completely covered by withholding under the proposed system would be 
98 percent of all those who report income only from salaries or wages, 94 percent 
of all those who report income only from dividends and interest and about 90 
percent of all those who report a combination of salaries or wages and dividends 
and interest. 

(5) ikxcess withholdings of more than a billion dollars would not be taken 
erroneously from taxpayers, as under the present system, and then refunded to 
them many months later with 6 percent interest. This is an imposition on the 
taxpayers as well as a high price to pay for the temporary withholding of their 
money. 

(6) The proposed method of withholding is of the utmost simplicity. It ap- 
plies a single effective rate to every dollar of earnings after the exemptions have 
been absorbed by tax-free income of equivalent amount. With respect to salaries 
or wages, 68 percent of employees have only one employer during the year, and 
an additional 23 percent have only 2 employers during the year. Less work should 
be required by employers to withhold the correct tax under the revised method. 

(7) In case additional tax revenue is required in some future year, the funds 
could be obtained simply by increasing the effective rate of withholding. In that 
1uanner provision could be made for any new programs, such as national health 
or education or disability payments. On the other hand, if it is possible to 

luce the tax revenue, it would be necessary merely to lower the effective rate. 
In that event, however, consideration, no doubt, would be given to an increase 
in the amount of the exemptions. 

(8) In order to reduce the work of the employers, it would be very desirable 
at the earliest date to combine the social security tax with the income tax 
withholding. 

Notr.—The statistics and percentages shown herein are based on a study by 
the Internal Bureau relating to an estimated total of over 46 million individual 
income tax returns filed for the year 1944. More complete summaries of the 
statistics of income are incorporated in the original article published in the May 
1948 issue of Taxes—The Tax Magazine. 
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(The following material was submitted for the record on topic 11:) 


STATEMENT ON BEHALF OF THE AMERICAN BAR ASSOCIATION RE Topic II, THE TIME 
AND MANNER OF FILING RETURNS, AND DECLARATIONS FOR INDIVIDUALS 


Inasmuch as a representative of the American Bar Association will not appear 
in person on the above topic it is requested that this statement be received and 
filed 

Section 48 (b) of the Internal Revenue Code recognizes only the 12-month 
year for tax computation. Many taxpayers, for sound business reasons, keep 
their accounts on the basis of a 52-week, or 53-week, year rather than a 12-month 

ear It is recommended that the definition of “fiscal year” be extended to 
nclude annual accounting periods of 52 weeks or 538 weeks under regulations to 
be prescribed by the Commissioner, 

\ similar provision appeared in section 122 of H. R. 6712, 80th Congress, 2d 
Session, 

The language proposed by the association to make this recommendation effec 
tive was contained in the Reed-Camp bill, as follows: 

“Sec, 119. TAXABLE YEARS OF APPROXIMATELY TWELVE MONTHS 

Section 48 (b) (defining fiscal year) is hereby amended to read as follows: 
b) FiscaL YEAR Fiscal 
(1) an accounting period of twelve months ending on the last day of any 

month other than December, or 
“(2) under regulations prescribed by the Commissioner, with the approval 
of the Secretary, an accounting period regularly adopted and used by the 
taxpayer varying from fifty-two weeks to fifty-three weeks and ending within 
seven days of the last day of any month. The last day of such month shall 
be deemed the close of the fiscal year for the purpose of determining the time 
for filing the return and the time for payment of the tax.” 


Respectfully submitted. 


year’ means 


THoMAS N, TARLEAU, 
Chairman, Section of Taration, American Bar Association, 


DaLLaAs, TEx., June 20, 1953. 
COMMITTEE ON WAYS AND MEANS, 
House of Representatives, Washington, D. C. 

GENTLEMEN: Replying to your notice of schedule to appear before your 
committee on June 24 to testify on topic No. 11, I wish to advise that it will be 
impossible for me to appear at this time for the very reasons that prompted me to 
request an appearance, to wit: 

1. I am involved in so much work that it is not possible for me to take time out 
to comply with the redtape and compile 60 copies to say nothing of the formal 
manner in which these should be prepared. 

2. The Bureau of Internal Revenue has so limited the time within which : 
return may be filed that it is now necessary for the practitioner who deals prac 
tically in nothing but tax returns to either kill himself working or to limit his 
practice to approximately 6 months out of each year, thereby making it impos 
le for him to maintain a competent staff for the reason that he cannot give 
them work 12 months out of the year. 

3. There have been so many additional reports and returns that have been 
jammed down the practitioner’s throat since the original Revenue Act of 1913, 
which set the 75-day limit within which to tile income-tax returns. Just a few of 
these are: (a) The revised declaration of estimated tax, Form 1040-ES; (b) 
the Federal social-security tax, Form 941; (c) the Federal unemployment tax, 
Form 940; (d) the State unemployment tax; (¢) the information reportable on 
Form W-2; (f) information reportable on Forms 1096 and 1099; (g) corporation 
franchise tax returns; (/) and in almost all instances from 1 to 8 or 9 local ad 
valorem property-tax assessing-agency renditions. From this list there is no 
possibility of having extensions granted because of the arbitrariness of the dates 
set. These were practically nonexistent at the time that 75 days were set within 
which to file income-tax returns. It is almost impossible at this time for a prae 
titioner to begin to compile income-tax returns before the 15th day of February, 
therefore our time has been cut down to less than 1 month in which we must 
assemble the information, compile the data, search the statutes covering unusual 
circumstances to determine exactly how to treat them, and to assure a good and 
valid return for the taxpayer. 











328 GENERAL REVENUE REVISION 


In the past as a practitioner, I have depended largely upon the ability to obtain 
extensions until September 15 on some of our larger returns. This privilege has 
been denied to us and we are now being cut down to a 4 months’ extension, or untik 
July 15, leaving only one alternative—that is, for us to approach our clients and 
tell them it is impossible to complete their returns and to make an effort, if they 
can, to secure someone else to complete the returns which they had depended upon 
us to make, for there are not enough hours without rest to compile 3 months’ 
work in 1. 

We have been successful in many cases to persuade some of our clients to change 
from a calendar year to a fiscal year basis which has only added to our dilemma 
and has not given us any relief. We now find that we are unable to take care of 
fiscal-year returns because we do not have sufficient time in which to compile the 
others. 

If some relief is not worked out the day of the practitioner, such as myself, 
has passed and in a very short time there will be no more. What the taxpayer 
will do, I do not know, because the average taxpayer cannot afford to pay an 
income-tax man to handle his return alone and we cannot render service for a 
few dollars if we must limit our practice to 6 months out of each year for we 
cannot compete with the various nonessential bureaus of the Government who 
have unlimited amounts of the taxpayers’ money with which to hire the account- 
ants on a basis, supposedly 40 hours a week, with pension plans and other un 
earned privileges of security, and yet hold our fee to anything reasonable. We 
cannot secure competent employees in the face of this competition. 

I am unable to give you 60 copies of this letter for the reason that I do not 
have sufficient time to prepare it, but if you see fit you may read my letter to your 
committee, if not, chuck it in the wastepaper basket, but it is a plea for a right 
of normal existence on the same basis that other people enjoy. 

At the writing of my first letter, I had felt that I would have an opportunity 
to appear before your committee for the reason that I depended upon being able 
to secure enough additional time so that I might be allowed a few days away 
from work, but the Bureau of Internal Revenue has cut off 60 days filing time, 
therefore it is impossible. 

Very truly yours, 
DANIEL W. Hirr. 


STATEMENT OF Mr. LENNART E. ANDERSON, PUBLIC ACCOUNTANT, WILLMAR, MINN 


In regard to code section 294 (d), dealing with penalties for failure to file 
declaration of estimated tax, failure to pay installment, and underestimate, 
believe there should be no penalty if full amount of tax is paid on or before due 
date of return. If I remember correctly, the whole idea of estimates originated 
as a help and convenience of the taxpayer in keeping up to date on his payments. 
It has been to some extent, and could be, used as a nuisance device to raise 
revenue and harass the taxpayer. It has been applied in cases where taxpayer 
has filed a bona fide income-tax report, fully covered by estimate, and then the 
director has determined ad‘litional assessments upon which 294 (d) penalties 
were computed. Believe this also is an abuse which should be corrected. 


STATEMENT SUBMITTED BY THE NATIONAL ASSOCTATION OF Woot MANUFACTURERS— 
Topic 11, Tue TIME AND MANNER OF FILING RETURNS 


The association recommends amendment of the code to permit the filing of a 
tentative corporation return by March 15 or the 15th day of the 3d month fol- 
lowing the close of the fiscal vear. and the filing of the final return, subject to 
the same conditions now imposed in connection with extensions, not later than 
the 15th day of April or the 4th month following the close of the fiscal year. 
Such a provision should materially reduce the consideration of applications for 
extensions and their issuance by making them automatie on extensions up to 
1 month. 
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STATEMENT OF THE NATIONAL ASSOCIATION OF MANUFACTURERS ON Toric 11, THB 
TIME AND MANNER oF FruIne RerurNs, AND DECLARATION FOR INDIVIDUALS 


The requirement that the fourth installment on the declaration of estimated 
tax be paid by January 15 has the result of delaying the filing of final returns 
Dy many taxpayers. 

As it is, many calendar-year employers are unable to process their payroll 
records and provide employees with W-2 forms in advance of January 15. In 
most cases they would be able to furnish these forms before the end of January. 

The time of taxpayers would be conserved if they were able to file their final 
returns and make final payment of tax in January, instead of paying a fourth 
installment of estimated tax and, in cases, filing an amended declaration. 

A later January filing also would result in fewer returns for processing within 
the Bureau of Internal Revenue and spread the workload more evenly over the 
early months of the year, contributing to greater eiliciency and economy in 
operation. 

The association, therefore, recommends that the time for payment of the 
fourth installment on the declaration of estimated tax be extended from January 


2 


15 to January 31. 


STATEMENT OF PauL D. SeGHeERS, Esq., CHAIRMAN, FEDERAL TAx LEGISLATIVE 
COMMITTEE OF THE FEDERAL TAx ForuM, INc., or NEw YOrK City, Re Torre 11, 
FILING OF RETURNS 


(a) Taxpayers should be permitted to elect an extension of time, subject to 
6 percent interest, for the filing of returns, up to a maximum of 3 months for 
individuals and 6 months for corporations, provided, in the case of the latter, 
that tentative returns are duly filed. 

(b) Payment of a tentative tax, accompanied by a tentative return, should 
be deemed, for purposes of section 322 (b), to have been made on the date the 
final return was filed. 

Where a tentative tax return is filed, accompanied by payment of a tentative 
tax (in connection with an extension of time) and “the (final) return” is there- 
after filed, the time for filing a claim for refund based thereon begins to run, 
under section 322 (b), on the date the final return is filed, but the amount 
refundable is limited, under section 322 (b) (2)(A), to the amount paid within 
3 years prior to the filing of the claim. Actual tax liability is not known until 
the final return is prepared, which may be some time after payment of the 
tentative tax. A taxpayer unaware of the right to claim a refund until the 
final return has been examined may be allowed less than 3 years to file a claim 
for refund of the full amount of the tax paid. 

The forum recommends that the code be amended to remove the latter limita- 
tion, so that refund of the entire tax paid will be allowable, provided the claim 
was filed within 3 years of the filing of the return, even though more than 3 
years may have elapsed between payment of the tentative tax and filing of 
the claim 


Topic 11, The time and manner of filing returns; recommended changes in filing 
und payment dates for corporations. 


Hon. DaNtet A, REED, 
Chairman, Ways and Means Committee, 
louse of Representatives, Washington, D. C. 

Dear Sir: My name is E. F. Willer. I am auditor of Cannon Mills Co., located 
at Kannapolis, N. C. This statement is made on behalf of the American Cotton 
Manufacturers Institute, whose headquarters are in Charlotte, N. C. I am vice 
chairman of the tax committee of the institute, which is a trade association in- 
cluding in its membership about 85 percent of the total spindleage of the cotton- 
textile industry. 

The date for filing corporation and individual income-tax returns under the 
Revenue Act of 1913 was March 1, after the close of the preceding calendar year. 
Such date was changed by the Revenue Act of 1918 to “the 15th day of the third 
month after the close of the fiscal year.” For 35 years that filing date has not 
been changed. 
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During the past 35 years, the required recordkeeping and the filing of various 
tax or information returns for practically all taxpayers has increased to such 
an extent that there is hardly any comparison between the requirements of today 
and those under the Revenue Act of 1918. As examples, the tax and information 
returns required under the Federal Insurance Contribution Act, Federal excise 
taxes, Federal unemployment tax, etc., are cited. 

Under present-day conditions a large number of taxpayers are required to 
request extensions of time within which to file their income-tax returns due to 
their inability to have the return completed within 75 days after the close of 
their taxable year. The filing of such requests and the granting of requests by 
the directors of internal revenue are time-consuming and expensive for both the 
taxpayer and the Government. The change herein recommended will save money 
for all concerned. 

It is, therefore, recommended that section 58 (a) (1) of the Internal Revenue 

be amended to permit the filing corporation income-tax returns on or 
he 15th day of the 4th month following the close of the taxable year. 
» above recommendation is followed a collateral problem arises relating 
to the payment of the tax 

It is further recommended that section 56 (b) (2) (A) of the Internal Revenue 
Code (relating to payment of the tax) be amended for the calendar year 1953 
on the following basis: 45 percent on April 15, 1954; 45 percent on June 15, 1954; 
5 percent on September 15, 1954; 5 percent on December 15, 1954; with proper 
amendment for corporations filing on a fiscal-year basis. For subsequent years, 
on the basis of 50 percent on or before the 15th day of the 4th month and 50 
percent on or before the 15th day of the 6th month. 

As an alternative, it is recommended that section 53 (a) (1) of the Internal 
Revenue Code be amended to permit corporations to file a tentative return (with- 
out special permission) on or before the 15th day of the 3d month following 
the close of their taxable year, and that the final or completed return be filed 
on or before the 15th day of the 5th month following the close of the taxable year. 

With respect to the payment of the tax under the alternative proposal, it is 
recommended that section 56 of the Internal Revenue Code be amended to re- 
quire that corporations electing to file a tentative return for calendar year 1953, 
pay the tax as follows: 45 percent, estimated, on March 15 (adjusted to 45 
percent of actual liability at time of filing final return, May 15; any deficiency 
would be subject to interest as under present law, and any overpayment would 
be deducted from the amount of the second installment) ; 45 percent on June 15; 
5 percent on September 15; 5 percent on December 15. 

Comparable amendment should be made for corporations filing on a fiscal-year 
basis 

For taxable years ending on or after December 31, 1954, the date for filing 
the tentative return would be the 15th day of the 8d month following the close 
of the taxable year, with payment of 50 percent of the estimated tax. The 
final return would then be due on or before the 15th day of the 5th month fol- 
lowing the close of the taxable year, and payment of the 2d installment, 50 
percent would be due on or before the 15th day of the 6th month following the 
close of the taxable year. 

The adoption of either of these recommendations would not entail any loss 
of revenue to the Government in any 1 fiscal year. 

Very truly yours, 
AMERICAN COTTON MANUFACTURERS INSTITUTE, INC 
E. F. Wiiuer, Vice Chairman, Tax Committee. 


STATEMENT OF AMERICAN FEDERATION OF LABOR RE Topic 11, FILIne Returns 
AND DECLARATIONS FOR INDIVIDUALS 


The American Federation of Labor will support only such changes in laws 
and regulations governing filing of returns and declarations as are shown to 
be equitable and in the interest of greater convenience to taxpayers and efficiency 
of the officers of the Internal Revenue Bureau. 


STATEMENT OF Det R. PAIGE, CHAIRMAN, TAXATION COMMITTEE, GEoRGIA STATE 
CHAMBER OF COMMERCE, ATLANTA, GA., Re Topic 11, Time or FILing RETURNS 


The due date for filing tax returns should be extended. 
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STATEMENT OF THE AMERICAN INSTITUTE OF ACCOUNTANTS, NEW York, N, Y., Ri 
Toptc 11, Time AND MANNER OF FILING RETURNS, AND DECLARATIONS 
INDIVIDUALS 


1. The due date for filing tax returns should be changed to the 15th day of the 
4th month following the close of the taxable year. 

Section 55 (a) (1) of the code at present requires all tax returns except the 
returns of fiduciaries of estates or trusts to be filed on the 15th day of the 3d 
month following the end of the taxable year. It is well known that the tax 
payers and their tax advisers have great difficulty in preparing complete tax 
returns within that short period of time. The vast majority of all tax returns 
filed—for calendar-year taxpayers—must be prepared between January 1 and 
March 15. Many taxpayers who are in business have audits after the 
the year which must be completed before the tax return can be prepar 
addition, the Government itself is unable to cope with the flood of returns it 
receives during March, and the opening of mail and the deposit of taxpayers’ 
checks by the offices of the directors of internal revenue are frequently delayed 
for some time. 

Some relief may be obtained by changing the due date for filing returns. The 
original due date of the 15th day of the 3d month following the end of the taxable 
year was set many years ago when there was a relatively small number of tax- 
payers and the computation of the tax was a simpler matter. Those conditions 
have changed drastically. Now, nearly every employed person is required to file 
a return and the taxes themselves have become extremely complicated. More 
time is urgently needed in which to prepare returns, and it is recommended that 
1 more month be allowed in which to file returns. Taxpayers, their tax advisers, 
and the Government would be greatly aided by the additional time, and there 
would be no reduction of revenues. 

Section 583 (a) (1) should be amended so that the due date for filing returns 
is changed to the 15th day of the 4th month following the close of the taxable 
year. 

2. Taxpayers should be permitted to elect an extension of time up to a maxi- 
mum of 2 months for filing a return. 

Section 538 (a) (2) of the code authorizes the Commissioner to grant a reason 
able extension of time for filing returns. Authority for granting extensions has 
been delegated by the Commissioner to the various directors of internal revenue. 
The usual procedure has been for the taxpayer or his authorized representative 
to file an application in writing, reciting the reasons which would justify the 
extension requested. The director thereupon issues a letter granting the exten 
sion but, until such letter is received, the taxpayer does not know whether the 
extension will be granted and cannot file a tentative return since a copy of the 
letter must be included in such return. 

Since almost all applications are granted, considerable time and effort are 
wasted, both on the part of taxpayers and in the directors’ offices, due to the 
multiplicity of letters at a time when the directors’ offices are under their greatest 
period of pressure. This procedure has been alleviated somewhat the last several 
years since the Commissioner has permitted the application for a corporate exten- 
sion to be made by a person enrolled to practice before the Treasury Department. 
While that practice has been helpful, it still results in needless effort at the worst 
time of the year from the standpoint of the Bureau and of tax practitioners. 

Taxpayers should be permitted to obtain an extension of time for filing a 
return as follows: 

(a) Corporations should be permitted the right to file a tentative return in 
which it could elect an extension up to a maximum of 2 months. The extension 
could be conditioned upon the payment of the installment of an estimated tax at 
such time 

(b) Individuals and other taxpayers shonld be permitted to elect an extension 
up to a maximum of 2 months by filing a simple form having the effect of a tenta- 
tive return in which the reasons for such extension are stated. The extension 
could be conditioned upon the payment of the proportionate amount of estimated 
tax liability applicable to any class of taxpayers, such as estates or trusts, that 
the Commissioner, by regulations, might determine to be necessary. 

If taxpayers could elect to take advantage of the periods of extension outlined 
above, unnecessary administrative detail work by the Government, taxpayers, 
and tax practitioners could be avoided. If the Bureau considers it necessary, the 
director could be required to review the reasons given and where such extensions 
appear to have been elected for frivolous or inadequate reasons, the director 
should be authorized to notify the taxpayer that the period of extension will be 
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terminated on a specified date. A minimum notice of 10 days should be required. 
It is believed that in this manner the Bureau could prevent any abuse of the 
privilege of an elective extension of time up to the maximum of 6 months 
permitted by law should be applied for as presently required. 

If this suggestion cannot be accomplished by a revision of existing regulations 
it is recommended that appropriate legislation amending the code to permit the 
change in extension procedure be enacted promptly. 

This recommendation providing for an extension of time for filing a return 
up to a maximum of 2 months is made on the assumption that legislation will 
be enacted providing for a change in the due date for filing returns from the 
present 24% months after the end of the taxable year to 34% months. 

If such legislation is not adopted, and the present 24%4-month period is not 
lengthened, it is recommended that taxpayers be permitted an election of time 
for filing a return up to a maximum of 3 months, under the procedures above 
described. 

3. The due date for filing the final amended declaration of estimated tax and 
payment of the tax should be changed from January 15 to February 15, to 
permit more taxpayers to file a final return in lieu of an amended declaration, 
thereby enabling the Bureau to process only a return instead of a return and 
a declaration. 

Under sections 58 and 59 of the Internal Revenue Code if on or before January 
15 of the succeeding taxable year the taxpayer files a return for the taxable 
vear for which the declaration of estimated tax is required, and pays in full 
the amount computed on the return as payable, such return is considered to 
be the declaration or amendment thereof. The 15 days allowed after the close 
of the taxable year is usually not adequate to collect the information required 
to file a return (including the W-2 form which is frequently not available until 
January 31) with the result that the taxpayer files a January 15 declaration 
and later files the return. It is recommended that instead of January 15, the 
due date be changed to February 15. The extra time will enable many taxpayers 
to file a return in lien of the declaration resulting in economies to the Bureau 
because it will not have to process both a return and a declaration. 

4. The test for the penalty for substantial underestimation of tax should 
be based upon the tax liability shown in the return involved rather than upon 
the liability as finally determined, or, at least, no penalty for underestimating 
tax should be made upon a showing of reasonable cause for the underestimate. 

According to the provisions of section 294 (d) (2) of the Internal Revenue 
Code, if the declaration of estimated tax results in a payment of less than 80 
percent of the actual tax there is a penalty of 6 percent of the difference between 
the actual and estimated tax (with some exceptions). 

The Commissioner has taken the position that the test for the penalty should 
be based upon the tax liability as finally determined and has been upheld by the 
Tax Court. This is unfair, for the taxpayer, making an estimate in good faith, 
should not be penalized for substantial underestimation of tax merely because 
the tax as shown on his return is changed by a Bureau adjustment which he 
could not predict when the estimate was filed. Furthermore, a penalty for 
underestimate may result when reported income or a claimed deduction is 
merely transferred to another taxable year. Finally, the penalty is clearly 
absurd when it is required to be measured by the tax liability finally determined 
by the courts in meritorious litigation which may be necessary to determine 
the correct amount of the tax. 

Accordingly, it is recommended that the test whether a penalty is incurred 
for underestimating the tax should be based upon the tax liability shown in 
the return for the preceding year and not upon the tax liability as finally 
determined for such year; and the alternative 80 percent test should be based 
upon the tax liability shown upon the return for such vear and not as finally 
determined. (It is recognized that fraudulent returns should be excepted from 
this rule, and that returns must be filed in good faith.) 

In the alternative, it is recommended that no penalty for underestimating 
the tax should be asserted when a showing of reasonable cause can be made, 
i. e., resonable cause for not meeting the 80 percent test (such as an estate 
distribution during the 65-day period) or the preceding-year test because of 
e Bureau change of the tax liability for the preceding year. 
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STATEMENT BY ADDISON B. OLOHOSEY, EsQ., ON BEHALF OF RESEARCH INSTITUTE 
Or AMERICA, New York, N. Y., Re Topic 11, EsTiMatrep Tax RETURNS 


All penalties for failure to meet estimates should be waived, but those tax 
payers who qualify for estimates should be penalized 10 percent of unpaid bal 
ance on the income-tax return filed by March 15 

The March 15 deadline for filing returns should be extended at least 30 days 

No Government official should have the power to assert delinquent penalties 
for the entire length of the statute of limitations just because some John Q 
Taxpayer mails his return on the last date prescribed for filing and the col 
lector stamps it “Received” after the due date 

Remedial legislation is the only safeguard, in spite of unpublished directives by 
the Commissioner’s office regarding the acceptance of returns bearing post 
marks of the last date, since such directives are not a part of the law, are subject 
to the whim of anyone in office, and would certainly not be considered by any 
court of law. 

You know as well as I do how often the Commissioner has repudiated his 
rulings when he goes to court. 

The only answer is legislation to the effect that the placing of returns in 
the United States mail postmarked on the last date prescribed for filing con 
stitutes filing (timely filing). A number of States have legislation to this effect 
with respect to their State returns; why not the Federal Government, since the 
United States mail is an agency of the Federal Government? 

No change in time and manner of filing. Declaration should be made optional 
as should prepayment of tax on all persons subject to withholding. No penalty 
should be imposed if a declaration is filed and tax is underestimated 


STATEMENT OF W. W. FINDLEY, or LitTLe Rock, ARK., ON BEHALF OF THE WEST 
SripE LUMBER ASSOCIATION AND TH CITIZENS OF THE STATE OF ARKANSAS, 
Re Topic 11, Time AND MANNER OF FILING OF RETURNS AND DECLARATIONS FOR 
INDIVIDUALS 


In the filing of declarations of estimated taxes for individual returns, such 
declarations, under the present law, must be filed on March 15, ordinarily cover- 
ing the 12-month period ending on the calendar year. 

It is a physical impossibility for any citizen having income other than from 
salaries, and possibly interest from bonds and dividends from stocks, to estimate 
with any degree of accuracy what his income will be for the year of which March 
15 is day to file such estimated tax returns 

In many instances, the filing of a final return for the prior year, the income 
for that year cannot be finally determined before the filing date of March 15, and 
especially is this true of partnerships, joint ventures, ete., especially when the 
citizen is a member of several different partnerships and engaged in several 
different businesses. 

In order to grant the citizens snfficient time to prepare accurately their 
income-tax returns, and to furnish additional time for an attempt to estimate 
their income for the following year, the filing date should be extended for final 
returns for any 1 year, and the estimated return for any 1 year, from March 
15 to April 15. 

The filing dates for estimated tax returns should be April 15, September 15, 
and February 15. 

In the majority of cases, in the filing of estimated tax returns, the returns have 
to be amended on subsequent filing dates after the first estimated return is filed, 
and too many filing dates puts a heavy burden upon the taxpayers and also a 
heavy burden upon the Collection Division of the Office of the Director of 
Internal Revenue. 

It is the opinion here expressed that these dates should be changed, not only 
for the convenience of the taxpayers but for the convenience of the department 
collecting the taxes. 
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(The Georgia State Chamber of Commerce submits for the record 
the following recommendation with regard to item 11:) 


THe Time anp MANNER oF Fitinc Returns AND DECLARATIONS 


The due date for filing tax returns should be changed to the 15th day of the 
ith or 5th month following the close of the taxable year instead of the present 
requirement of the 15th day of the 3d month. Furthermore, taxpayers should 
be permitted to elect an extension of time up to a maximum of 2 months for 
filing a return. The due date for filing the final amended declaration of esti- 

ated tax and payment of the tax should be changed from January 15 to Febru- 
ary 15 to permit more taxpayers to file a final return instead of an amended 


declaration. If this change were made the Bureau of Internal Revenue would 
be required to process a smaller number of returns. 


(The Pennsylvania State Chamber of Commerce submits for the 
record the followine recommendation :) 


THe TIME AND MANNER OF FILING RETURNS, AND DECLARATIONS FOR INDIVIDUALS 


(a) Due date for returns by individuals.—-It is recommended that the date for 
filing returns by individuals be extended from March 15 to April 15. 

h) Extension of time for filing returns.—lIt is recommended that taxpayers 
be allowed a 90-day extension for the filing of income-tax returns, without the 
necessity of making a specitic request therefor, in all cases in which a tentative 
return is filed on or before the date upon which the return is due and the tax 
shown to be due thereon is paid. 


(The West Virginia State Chamber of Commerce submits for the 
record the following recommendation :) 


Item 4: (a) Section 23 should be amended to permit the deduction of reserves 
for contingencies in accordance with good accounting practices. 

(b) Section 23 (e) should be expanded to allow deduction in full for any type 
of economic loss resulting from causes beyond the control of the taxpayer, ex- 
cluding losses due to decline in value. 

Item 11—(a) Time and manner of filing returns and declaration: We have 
endorsed the establishment of a more reasonable schedule of dates for the filing 
of declarations of estimated tax and other returns. 

(b>) All tax returns, claims for refund, payments, and other instruments 
required under any part of the Internal Revenue Code should be regarded as 
filed when mailed. The taxpayer should not be prejudiced by late mail de 
liveries, loss in transit, inaccurate date stamps, and other matters beyond the 
control of the taxpayer. 


TOPIC 12—WITHHOLDING 


The Cuatmrman. We will now proceed with topic 12, withholding. 

Our first witness on the subject of withholding is Congressman 
Keogh, of New York. 

We are very glad to welcome you here as our former colleague on 
this committee. Your services have been of great benefit to the 
country. 


STATEMENT OF HON. EUGENE J. KEOGH, A REPRESENTATIVE IN 
CONGRESS FROM THE STATE OF NEW YORK 


Ir. Kroeu. I am delighted to be here on this relatively cool day, 
both inside and out, to talk on what I hope will be a relatively non- 
controversial principle embodied in what I have introduced and which 
is now pending before the committee, H. R. 65. 
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For the record, I am Eugene J. Keogh, Representative from the 
State of New York, Ninth District, and I appear here in support of 
the principle involved and embodied in the bill H. R. 65, which is 
designed to grant a limited or conditional form of relief from income- 
tax withholding for merchandise prizes awarded by employers to 
retail salesmen who operate on a straight-cash-commission basis. It 
reserves the Commissioner’s right to proc eed against the e mploye r for 
the amount of withholding tax in the event that the salesman’s em- 
ployer fails to pay. 

Many companies employ outside salesmen who operate like inde- 
pendent contractors in their selling activities. They are paid solely 
on a commission basis, with no salary expense or drawing accounts. 
To provide an incentive to sales and to improve morale, sales contests 
are held with merchandise prizes as the awards. ‘These prizes have 
been construed to be remuneration subject to withholding tax. 

Internal revenue holds that the fair market value of these prizes 
be determined and the withholding tax applied against such value. 
While this may relieve the problem for companies with salaried em- 
ployees, it does not help a company whose outside salesmen work on 
a commission basis only. They may have no commissions due from 
the company at the time a prize is awarded. 

Consequently, there is nothing from which to withhold. A com- 
pany cannot demand from the winning salesman that he give them 
his cash representing the withholding tax before the award is made, 
for that in effect would destroy the very incentive value the contest 
was set up to provide. ‘The company cannot advance the money for 
withholding and secure repayment from future commissions because 
the salesman might not necessarily remain in the company’s employ 
to pay out and off this obligation. 

Normal turnover in direct-selling companies would result in the 
winner’s terminating his connection shortly after winning a valuable 
prize. 

Furthermore, the winning salesman may have so many dependents 
and other deductions as not to be required to pay any tax at all. As 
a result, a company employing outside salesmen has been forced in 
the position of paying the withholding tax in addition to awarding 
a prize to the salesman and is not reimbursed for either. This repre- 
sents, in my opinion, an undue and onerous burden on the employer 
and one that he could not and should not long maintain. 

On two occasions the Bureau of Internal Revenue has tried to pro- 
vide relief from this problem, but it has been stopped by the advice 
that they did not have the legal authority to do it even though it is 
merited and desirable. 

H. R. 65 provides that the employer, in such circumstances, instead 
of withholding tax on merchandise prizes in the case of commissions- 
paid salesmen, shall report the value of such prizes as income to the 
Bureau of Internal Revenue and to the salesman, who, if a tax is due, 
will pay it at the time of submitting his final estimate or return. 

The bill’s particularly important provision provides that a guar- 
antee from the employer to pay the tax for the salesman in the event 
that he fails to pay it. So that under the provisions of the bill and 
the guarantee provided—— 

The CuHatrmMan. And the bond. 
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Mr. Krocu. And a bond, in such form as may be agreeable to the 
Bureau. 

Mr. Curtis of Nebraska. Mr. Chairman? 

The CHarrman. Mr. Curtis. 

Mr. Curtis of Nebraska. You are referring to a situation where 
perhaps a salesman might win a new automobile for being top sales- 
man for a period of time? 

Mr. Kroon. Yes. 

Mr. Curtis of Nebraska. At the present time, how is that handled? 

Mr. Krocu. At the present time, as a practical matter, the company 
awards the automobile and pays the withholding tax, "hoping, very 
seldom with any success, of getting reimbursed by the employ ee sales- 
man for the amount of the tax advanced. 

Mr. Curtis of Nebraska. So it amounts to that the employer, when 
he decides to give a prize or some remuneration other than cash, he 
must give a prize plus tax? 

Mr. Krocu. That is it exactly. 

Mr. Curtis of Nebraska. And you want it changed so that all he 
has to do is give a prize and guarantee the tax will be paid ¢ 

Mr. Kroon. Exactly; and afford the employee salesman the oppor- 
tunity to defer the inclusion of the value of that price in his return 
until the time when he makes his final return for the tax year. 

Mr. Mason. Mr. Chairman? 

The Cuarrman. Mr. Mason, you may inquire. 

Mr. Mason. You are presenting a very interesting problem. It 
reminds me of one that was presented to me just a week or two ago 
about two boys. One is awarded a scholarship to West Point or any 
place. That boy, if he is awarded that, his dad can still collect the 
$600 dependency allowance and that is O. K. But, if the other boy, 
as a result of a competition, wins a scholarship, $1,500, or whatever it 
is, his dad then cannot collect the $600 support and the boy has to pay 
a tax on the $1,500 because it is over $600. 

Now, you are penalizing an effort on the part of the boy there, while 
the other boy h: it given to him without any effort. 

Mr. Kroau. I can appreciate the difficulty in the situation you 
mentioned, 

I have hoped, Mr. Chairman, I might be considered to have pre- 
sented an interesting situation rather than a problem. I doubt that 
there is any problem involved in this if the form of the bill were 
enacted into law. 

Mr. Mason. You have presented a situation that needs correction, 
I will say that. 

Mr. Keocu. I am very much obliged to you. And Mr. Chairman, 
T am obliged to you and the members of the committee for this oppor- 
tunity to appear before you. 

May I say, irrelevant to the subject that I addressed myself to this 
morning, that I rather look forward to the opportunity of appearing 
before the committee at least once more, and I trust that you will 
reach item 36, which is that professional pension principal, along the 
line of these hearings. 

Mr. Eseruarger. Mr. Chairman ? 

Mr. Cuarrman. Mr. Eberharter, you may inquire. 

Mr. Eseruarrer. I wonder if Mr. Keogh will advise me. Do these 
salesmen have a contract? Are they treated as private contractors? 
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My reason for asking that question is that there is the question of 
social-security taxes, unemployment compensation, and their expenses. 
Salesmen have made some representations here earlier about their 
deductions and things like that. It seems to me all of those things 
tie together here, and we ought to have all of those subjects together 
in some way. 

I do not want to go into the question too thoroughly, but are not 
those on a sort of private contractual basis ¢ 

Mr. Keocu. I am not desirous of adding to the burdens of the 
committee because I know what they are. 

Mr. Evernarter. The questions have already been presented to us, 
Mr. Keogh, by these various organizations. We will have to take them 
all up together. 

Mr. Kxoau. I take the position that if there is a situation or a prob- 
lem that is not covered by the provisions of H. R. 65, let them who are 
affected come in. 

But, unfortunately, with respect to the type of salesmen to whom 
I refer, they might be said to fall into that anomalous situation of 
being neither maid, wife, nor widow. But it can be said that with 
respect to these merchandise prizes, the Bureau has, perhaps, quite 
properly, determined definitely and finally that the reasonable value 
of those merchandise prizes is remuneration to that salesman, on which 
withholding must be made. 

Mr. Exsernarrer. Your position is that they might just as well hold 
it to be a gift and that they should not be taxed at all? 

Mr. Kroc. I dare say that that might be a reasonable interpreta- 
tion, but I am not quarreling with the interpretation. As you well 
know, I am for the Treasury’s getting as much revenue as it reasonably 
can. 

And I have no objection to the ruling that these prizes are, in fact, 
remuneration. I am simply trying to suggest to the committee a 
practical solution to a problem with which the employers are faced, 
vis-a-vis, withholding taxes. I think the solution contained in H. R. 
65 should not, and undoubtedly will not, meet with too much objection 
on the part of the Bureau. 

Mr. Esernarrer. Thank you, Mr. Keogh. 

The Cuatrman. We thank you for your appearance before the 
committee, Mr. Keogh. 

Mr. Kroon. I thank you, Mr. Chairman. 

The Cuatrman. Next we have Mr. Neubecker, assistant secretary, 
Burroughs Corp., Detroit, Mich. 


STATEMENT OF EDWARD F. NEUBECKER, ASSISTANT SECRETARY, 
BURROUGHS CORP. 


The Cuamrman. We will be glad to hear you, Mr. Neubecker. Will 
you give your name and capacity in which you appear ¢ 

Mr. Nevpecker. Mr. Chairman and members of the committee, my 
name is Edward F. Neubecker. I am assistant secretary and assistant 
treasurer of Burroughs Corp., formeriy Burroughs Adding Machine 
Co., Detroit, Mich. 

I wish to propose to this committee that the Internal Revenue Code 
be amended to provide for a combined withholding of the income tax 
collected at source, section 1622, and the employment tax on employees, 
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section 1400, on a simplified basis that will reduce the administrative 
burden now imposed on employers in making these withholdings under 
current statutory requirements, without such amendment affecting in 
any material way the total rvenue derived by the Federal Government 
from these sources. 

I want to stress that this is a proposal intended to change the 
Internal Revenue Code in a technical and administrative manner 
only, and does not purport to cover or affect such policy questions 
as rates of tax or sources of revenue. 

In proposing this change, I am speaking not only from our experi- 
ence as an employer, but from our knowledge of the experience of 
other American concerns. In the sale and installation of our account- 
ing and other business machines, we render substantial assistance to 
business in the development and installation of accounting systems 
and office procedures. For several years our systems people have 
been confronted with the problems inherent in payroll deductions, 
and especially with the taxes required to be withheld. 

Section 1622 of the Internal Revenue Code, on income tax col- 
lected at source, permits the employer to withhold under either of 
two methods: 

1. Percentage method. 
Wage bracket, or withholding table, method. 

The employer has complete flexibility in determining which method 
to use. He may elect to use the percentage method for one group 
of employees and the wage-bracket method for another group. He 
may elect to use a different method of computation for each em- 
ployee and for each wage payment if it is so desired. Under the 
percentage method, he may, at his election, determine the amount 
to be withheld on wages computed to the nearest dollar instead of 
on the exact earnings. 

Section 1400 of the Internal Revenue Code, dealing with the em- 
ployment tax on employees, referred to as Federal insurance con- 
tributions, or FIC, provides for a tax equal to a stated percentage 
of wages. The rate of tax is currently 114 percent on the first $3,600 
of earnings. Under section 1420, paragraph (d), this tax must be 
computed to the nearest cent, fractional parts of the cent disregarded 
if less than one-half, and increased to 1 cent if the fraction is one-half 
or more, 

There is no provision in the code for wage bracket or other averag- 
ing of deductions of the employment tax on employees, or FIC. 

Although an employer need not actually show on his employees’ 
payroll deduction statement two separate amounts for these tax 
deductions, and he may combine these taxes into a single deduction, 
nevertheless, he must for all practical purposes compute them sepa- 
rately to comply with the requirements of sections 1622 and 1400 
of the code. As presently constituted, the respective taxes do not 
lend themselves to integration in any fully practicable way in the 
employer’s payroll operations. Let me illustrate this point. 

The Internal Revenue Bureau has approved a combined with- 
holding table on the basis of current tax provisions. Since the code 
provides no ws age-bracket method for determining the FIC tax, 
the wage brackets shown in the table are functions of the 114 percent 
FIC employee tax rate, and the amounts of this tax used in the table 
are shown to the nearest cent. In cases where the wage brackets fall 
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within more than one bracket of the income tax witholding table, 
the income tax is determined in accordance with the percentage 
method which permits the rounding of wages to the nearest dollar 
for purposes of computing the amount to be withheld. 

This table of weekly pay period deductions, referred to as exhibit 
A, has 237 blocks, or earnings brackets. The payroll operator using 
this chart must (1) locate the $2 earnings block that correspond 
with the employee’s dollar earnings; (2) mentally determine which 
block to use, according to the dollars-and-cents amount of the em- 
ployee’s earnings; and (3) select the amount to be withheld. The 
greater time required in making these two determinations, and the 
probability of error in the process are substantial, according to our 
e xper lence. 

This table of pay-period returns, which is referred to as exhibit A 
has been our experience. I would like to show you a chart that takes 
in one particular block of our table. This chart takes the with- 
holding segment from $72 to $74. 

Under the combined chart put out by the Internal Revenue Bureau, 
which conforms with sections 1622 and 1400, the breakdowns have to 
be in 67-cent brackets in order to provide for the one and a half cent 
functioning to the nearest cent. So that if an employee has an earn- 
ings, say, of $72.40, you first of all have to determine which of the 
two blocks it falls into. E very dollar amount will actually fall into 
two different blocks, and it is the cents within the dollar amount that 
determine in which block it will fall. So that you have to deter- 
mine first which block it comes into, secondly, the dollar amount, and, 
thirdly, make the coterenins ation. 

The weekly pay period withholding table on income tax withheld 
at source only, set forth in section 1622 (c) of the code, has only 
84 earnings blocks, compared with the 237 earnings blocks on the 
combined table, and this difference is due entirely to the current 
wording of section 1400 on the employees’ FIC. 

We have developed a withholding table that combines the two 
taxes, which table we refer to herein as exhibit B. But it could be 
extended to cover any other pay period, such as monthly, semimonthly, 
and so forth. Use of this or a similar table would require either an 
amendment to section 1622 (c), to permit a combined withholding of 
the income tax and the FIC, or an amendment to section 1400 that 
will permit wage bracketing for the FIC withholding identical with 
the wage bracketing for the income-tax withholding. The former 
alternative would seem preferable, and I will comment on this later. 

Our combined table is set up with the same wage brackets now 
included in section 1622 (c). It has $1 brackets up to $60, $2 brackets 
from $60 to $100, $5 brackets from $100 to $150, and $10 brackets 
from $150 to $200 in earnings. There are 84 wage brackets. In 
each wage bracket there are 2 sets of figures; 1 set covers combined 
tax withholdings, and the second set, in green, covers income-tax 
withholding only and is used when the employee’s earnings have 

reached $ $3,600 during the year. 

The advantages of this’ proposed combined table over the current 
combined table now panniers by law include the following. 

1. Eighty-four wage brackets instead of two hundred and thirty- 
seven wage brackets. 

Wage brackets in full dollars instead of dollars and cents. 
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3. A smaller size chart more easily handled by a payroll operator. 

t. Bi ewer withholding amounts from which to select. 

These advantages add up substantially in terms of greater accuracy, 
speed of operation and ease in handling. Our own payroll depart- 
ment had made thorough comparisons, and estimates savings of more 
than 50 percent in this phase of their payroll operation. Considering 
that the average employee’s payroll entry involves from 7 to 10 
amounts, including various earnings and deductions, the overall sav- 
ings in the cost of an employer’s payroll writing operation might be 
conservatively estimated at from 5 to 8 percent. 

When you consider there may be as many as 50 million employees 
being paid perhaps on an average of a weekly basis, you are talking 
about 2,000,600,000 entries, or 5,200,000,000 entries if you consider a 
separate entry for withholding tax and of FIC. So we are propos- 
ing cutting that in half. 

I might say here that we print and distribute withholding charts 
to our customers and others who request them, on a gratis basis. We 
have distributed 940,000 copies since November 1, 1951. We have 
also distributed 55,000 copies of our proposed combined chart to 
determine employer reaction, because we have been aware of their 
difficulties in this matter. Their comments have been uniformly 
favorable, even enthusiastic. These companies include many of the 
largest corporations in the United States. 

I made some very quick checks yesterday to find out about how many 
companies there are in the country. In the Detroit area alone, we 
have 16 large companies, including Packard Motor, General Motors, 
KXelsey-Haves, S. S. Kresge, which would choose the chart if it were 
per mited by law. 

Nationwide, I know that Sears Roebuck, Kroger Grocery, A. & P., 
and other companies of similar size would choose it. 

Now, let me cover two technical points on this combined withholding 
table and possibly anticipate some questions that come to mind. 

First, is there any difference in the total amount withheld? This 
particular chart has been set up to withhold income tax according to 
the tables in section 1622 (c), plus 114 percent FIC on the highest 

earnings amount that will fall within the bracket. This means that 
earnings falling in the lower part of any wage bracket might have an 
FIC withholding of 1 penny or more in excess of 114 percent. In 
lower wage brackets, these excess differences are not more than 1 
penny. In higher wage brackets, say, the $150- to $150-per-week 
bracket, the excess could be as much as 10 cents. 

The withholding for FIC could be averaged to the midpoint of the 
wage bracket or any other point just as the income-tax withholding is 
averaged to the m idpoint of the wage bracket. This would not change 
at all the effectiveness in use of the proposed table and would tend to 
eliminate any excess witholding. 

The second point is the manner of making adjustments between 
the amount of the 114 percent FIC tax, and the amount of the FIC 
withheld. The Commissioner of Internal Revenue has issued on this 
subject mimeograph 6703, dated October 22, 1951. I will not quote 
the two paragraphs, but I would like to summarize them. 

The Bureau states that it will interpose no objection if, in the deter 
mination of the employer’s quarterly Federel tax returns, form 941, 
and in the preparation of the annual receipts on form W-2, if the 
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employer determined the FIC employee tax withheld by applying 1% 
percent to the total withheld and subtract that amount from the 
total withholding to determine the income tax withheld. 

So here we have the mechanics actually set up to provide for making 
the computation at the quarterly or year end. 

This Internal Revenue mimeograph recognizes, of course, the differ- 
ence that exists now between the accumulation of individual FIC 
" ithhol lings, computed at 114 percent on certain wage payments and 

e total of FIC liability of 114 percent on the emplovee’s first $3,600 
aa year. And it permits he ibsorption of that difference in the 
income-tax withholding. 

This method of adjusting the FIC difference under the present com- 
bined table is compatible with the requirements of our own or a 

imilar combined withholding table to be previded in section 1622 (c). 
The inclusion of such a table in section 1622 (c) of the code will pro- 
vide the employer with the protection spe ified in section 1625 re 
garding employer’s liability for amounts withheld. 

In summary, gentlemen, we feel very sincerely that an amendme 
to the code such as we propose would assist American industry su 

stantially in easing its administration of the income-tax and employees’ 
FIC withhok ling prov isions. We res pectfully requen that favorable 
consider: ition be given to it, and we shall be glad to work with and 

furnish you or your staff with any additional information you might 
redanre. 

I appreciate the opportunity to be here, and I would be glad to 
answer any questions you may have. 

Mr. Curtis of Nebraska. What would be the effect of this change 
on the small employers who did not own ma¢ bihed to handle his payroll 
but handles his manually ? 

Mr. Nevsecker. It would be an advantage to him, too, because right 
now, whether an employer uses machines in the preparation of his 
payroll or prepares his payroll manually, in either case, the payroll 
operator, machine or manual, must select an amount to be withheld. 
That must be selected from a table individually at the time of each 
payroll preparation, or, in some cases, the amount may be posted on 
the top of an earnings record. Ordinarily the former is used because 
earnings vary according to the amount of overtime work, and so forth. 

It would not make any difference, sir. 

Mr. Curtis of Nebraska. It might help them? 

Mr. Neusecker. It definitely would help the smaller employer as 
well as the large one; yes, sir. 

As we see it, the assistance would be directly in ratio with the number 
of employees he has, rather than whether he is on a mechanized or 
manual payroll operation. 

Mr. Curtis of Nebraska. It would not be any more difficult for him 
to understand? 

Mr. Neupecker. No, sir. 

Mr. Curis of Nebraska. Are there any questions? 

Mr. Esernartrer. Have you taken it up with the staff yet? 

Mr. Nevpecker. No, sir; we have not taken it up yet, because this 
would require an amendment to the code. I have tables here, and I 
assume, that the staff will prohanly be getting copies of our proposal. 
I intend to see the staff before I leave to offer any assistance that 
I can. 
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Mr. Exrrnarrer. Of course, we want to do everything else to sim- 
plify it, and perhaps discussion with the staff would help us, too. 

Mr. Nevusecker. I thought of seeing Mr. Stam on that; yes, sir. 

Mr. Curris of Nebraska. We thank > you for your information, and 
you may rest assured that all of these proposals will not only have the 
attention of the staff, but will be scrutinized and pursued. 

Mr. Neusecker. Thank you. 

The Cuairman. The next witness is William H. Roberts, Esq., sec- 
retary, Motion Picture Association of America, tax committee. 

Will you come forward, sir? 


STATEMENT OF WILLIAM H. ROBERTS, SECRETARY, MOTION 
PICTURE ASSOCIATION OF AMERICA, TAX COMMITTEE 


The Cuarmman. Mr. Roberts, if you will give your name and the 
capacity in which you appear and the names of your associates with 
you, we will be glad to hear you. 

Will there be only one testifying ? 

Mr. Rozerts. There will be only one testifying. 

Mr. Chairman and members of the committee, my name is William 
H. Roberts. I am an officer of the Motion Picture Association of 
America, having my office at 28 West 44th Street, New York City. 
I am here to represent the interests of the following 9 member com- 
panies engaged in the production and distribution of motion pictures : 
Allied Artists Productions, Columbia Pictures Corp., Loews, Inc., 
Paramount Pictures Corp., Republic Pictures Corp., RKO Radio Pic- 
tures, Inc., Twentieth Century-Fox Film Corp., Universal Pictures 
Co., and Warner Bros. Pictures, Inc. 

I would like to introduce Mr. Albert A. Fisher, of Loew’s, Inc., who 
will present to you a memorandum prepared by the members of the 
tax committee of our association, Mr. Roy C. Kimmerle, of Twentieth 
Century-Fox Film Corp., and Mr. Benjamin Fincke, of Paramount 
Pictures. These gentlemen will be pleased to answer any questions 
that you may care to put to them at the close of the formal presenta- 


tion. 
Mr. Fisher. 


STATEMENT OF ALBERT A. FISHER, LOEW’S, INC. 


Mr. Fisuer. My name is Albert Fisher, of Loew’s, Inc. 

We ask that sections 143 and 144 of the Internal Revenue Code be 
amended so as to exempt rentals from the use of motion-picture film 
from the withholding tax of 30 percent which is imposed against non- 
resident aliens and nonresident foreign corporations earning fixed or 
determinable annual or periodical income from sources within the 
United States. This tax assumes, at present corporate rates, a net in- 
come equal to about 60 percent of gross income from the rental of 
motion-picture films. 

As a matter of first impression it may seem strange that our com- 
panies, which as domestic corporations pay no withholding tax on 
their domestic film rentals should seek an exemption from withhold- 
ing tax for foreign producers who may be our competitors, but we 
have found that this 30-percent gross income tax which our own 
country imposes on foreign producers is the greatest obstacle to our 
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ability to secure fair income-tax treatment in foreign countries. This 
is particularly true in countries which have no film industry of their 
own. When we protest to foreign countries the inequity of assuming 
that all our gross income is net income, they are quick to remind us 
that if their nationals were exporting motion-picture film to the United 
States our own Government, by imposing the 30-percent tax on gross, 
would make just such an assumption. 

Ours is a truly global business with American motion pictures show- 
ing regularly in the most remote corners of the world. Our member 
companies obtain more than 40 percent of their gross film rentals from 
exhibition in foreign countries. This makes us particularly vulner- 
able not only to the usual dangers inherent in foreign trade but also 
to the additional unconscionable burden created: by the imposition 
of taxes on gross film rentals. 

The rentals derived from the exhibition of motion pictures are not 
in the same category as royalties derived from the sale of intangible 
rights from or the exploitation of a patent. A motion picture pro- 
ducer, either at home or abroad, is in every sense a manufacturer. He 
spends hundreds of thousands of dollars, or their equivalent in foreign 
currency, to make a motion picture which, by its nature, can seldom 
be sold outright like an automobile, but must be exploited through the 
licensing of others to exhibit the picture at particular places for pre- 
scribed periods of time. On any proper method of accounting, every 
penny of his production costs should be allocated against film rentals 
to determine his profit, just as the cost of making the automobile is 
allocated to its selling price. But the foreign film producer, in the 
absence of a favorable tax treaty, is required to pay the United States 
30 cents of every dollar he realizes from his United States customers 
merely because the rental he receives for his film is treated as if his 
product involved little or no financial investment. 

The amounts collected by our Government through this tax on for- 
eign film producers cannot be large, inasmuch as tax conventions with 
countries which have substantial motion-picture industries have for 
the most part resulted in eliminating the tax completely. But the 
country with little or no motion-picture industry interprets this pro- 
vision in our Internal Revenue Code as a recognition by the United 
States Government that the motion-picture producer is not funda- 
mentally a manufacturer to be accorded a deduction equivalent to the 
cost of production but rather is like an artist or an inventor who re- 
ceives financial returns far beyond the amount of economic investment 
in his product. As a result we find country after country insisting 
that, since the United States apparently thinks a 30-percent gross 
income tax on film rentals leaves the producer a fair return, it is 
doing the American company a favor by evidencing a willingness 
to accept a little less. 

The result is that we pay in many foreign countries income taxes 
on gross film rentals which bear not even a remote relation to our net 
income. During good years these taxes are charges against the United 
States Treasury rather than against our companies because experi- 
ence has shown that for the most part they may be availed of as 
foreign tax credits. In bad years, when we have a relatively small 
United States income-tax liability, the brunt of this arbitrary foreign 
tax falls in large part upon our companies because the tax exceeds 
the amount which may be permited as a foreign tax credit. 
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The amount. collected under this withholding-tax provision is not 
great. According to figures furnished us by the United States De- 
partment of Commerce the total amount withheld from al] sources 
under sections 143 and 144 in the year 1949 was only about $514 
million. Only a small part of this could have come from the taxes 
withheld from the gross film rentals of foreign motion-picture pro- 
ducers. ‘The bulk must have come from taxes on intangible income in 
the nature of royalties, dividends, and interest. ‘Therefore, the in- 
sertion of provisions in sections 143 and 144 exempting motion-picture 
rentals from the withholding tax will not appreciably reduce the 
umount collected under these sections and, in our opinion, will result 
in greater domestic income-tax revenues from our companies because 
of the more favorable foreign tax treatment which we will then be able 
to demand. 

It may be suggested that the problem can be handled through 
oe tax treaties. This has proven to be true in certain countries 
which have sizable motion-picture industries of their own, but it has 
not "warea out in other countries. In these latter countries the 
American motion-picture industry is considered fair game for a gross 
receipts tax in the guise of a net income tax, and it is these countries 
which insist upon inserting provisions in tax treaties expressly de- 
priving the motion-picture industry of the benefits of concessions 
which are granted. Typical of these are the recent tax conventions 
negotiated with Australia, Greece, and Finland. In addition there 
are many countries with which the United States does not have tax 
treaties. 

If this committee is not willing to go as far as to exempt film ren- 
tals of aliens from income tax, we then suggest that alien film pro- 
ducers and distributors be placed on a net-income basis. For example, 
the revision could provide for withholding 10 percent of their gross 
film rentals from exhibition in the United States with the right to file 
returns showing their actual net income and to receive refunds if a 
tax on their actual net income at the prevailing corporate rates 
should prove to be less than the amount which has been withheld. 

We would welcome such an amendment in the law because we have 
always insisted in our dealings with foreign governments that we 
ought to be taxed on our net income rather than on an arbitrary per- 
centage of our gross. Our own Treasury Department can substan- 
tiate the fact that a withholding tax of 10 percent on motion-picture- 
(lm rentals would be more realistic since it would more nearly ap- 
proach the tax which would be collected on the actual net income. 

Applying current corporate rates, the present 30-percent withhold- 
ing tax presupposes that something in the neighborhood of 60 cents out 
of every dollar of a foreign produc er’s film rentals is net profit—a 
fantastic assumption. 

The CHatrman. Does that conclude your testimony ? 

Mr. Fisuer. It does. 

The CHatmrman. Are there any questions? 

We thank you very much for your appearance here, and hope that 
we may be helpful to you. 

Mr. Fisner. We will be available for questioning. 

The Cuarrman,. Thank you. 

Mr. Steve Sheridan, will you please come forward and first give 
your name and address, and whom you represent to the reporter ? 
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STATEMENT OF STEPHEN SHERIDAN, ASSISTANT TO THE 
PRESIDENT, ELECTROLUX CORP., NEW YORK CITY 


Mr. Suertpan. My name is Stephen Sheridan. I am assistant to 
the president of the Electrolux Corp. 555 Fifth Avenue, New York 
City. 

We are a company directly and unhappily affected by the principle 
on which Congressman Keogh addressed himself a little earlier. 

While I have a prepared statement and it is a brief one, I find that 
much of it covers the points raised and argued very capably by Con- 
gressman Keogh. So I will only bring out a few more details in 
the hope that it will help you in your understanding and perhaps 
enlist your sympathy and interest. 

Mr. Curtis of Nebraska. Would you like to have your prepared 
statement printed in full in the record ¢ 

Mr. SuHerman. Yes; I would, please. 

Mr. Curtis of Nebraska. Without objection, it is so ordered. 

(Statement referred to is as follows:) 


STATEMENT ON Topic 12, WiTHHOLDING, SUBMITTED By STEPHEN SHERIDAN, 
ASSISTANT TO THE PRESIDENT, ELECTROLUX Corp. 


My name is Stephen Sheridan. I am assistant to the president, Electrolux 
Corp., 500 Fifth Avenue, New York City. We manufacture and sell at retail 
the Electrolux vacuum cleaner, parts, and supplies. We sell direct to the home 
through our outside salesmen. Our outside salesmen are considered employees 
for the purpose of social-security tax and withholding tax, but they function 
in the nature of independent contractors in their selling activities and they 
are compensated solely on a commission basis. They receive no salary, no 
drawing account, no expense account. We withhold and pay over to the Treas- 
ury Department income tax from the commissions paid to our salesmen. We 
do not quarrel with withholding on this cash income. 

Our company and other companies selling through outside salesmen sponsor 
sales contests and award prizes. Among the purposes of our prize contests 
are to maintain and improve the morale of our sales force, to attract new men 
to our company, to increase incentive to sell. The prize contests are not for 
the purpose of increasing the compensation of the outside salesman who wins 
the prize. He is already adequately compensated by the commission paid him 
on his sales. The prizes are not in cash for this reason and for the reason 
that our many years of experience have demonstrated that cash prizes do not 
have the important beneficial effects that noncash prizes provide. 

Our prizes are in the form of merchandise awards. Examples: A shirt, a 
sports coat, a camera, a tie, a television set, an overcoat, once an automobile, 
an electric fan, sometimes a lapel pin. 

The Bureau of Internal Revenue has held such merchandise prizes to be 
payment in kind and remuneration subject to withholding tax. What is the 
withholding tax on a shirt that has been won as a prize? The Bureau of In- 
ternal Revenue has an answer that resolves the problem for internal revenue 
and for some companies. They hold that the fair market value of these prizes 
be determined and the withholding tax paid against such value. 

However, that does not resolve the problem for us or for any of the com- 
panies that operate solely through commissien paid outside salesmen. A com- 
pany that awards a merchandise prize to a salaried employee may pay the 
withholding tax in respect of such prize, and withhold that amount from salary 
payments. 

But what can we do? 

Salesmen working on a commission basis only have no salary from which 
to withhold and may have no money due from the company at the time a prize 
is awarded. Consequently, there is no cash; there is nothing from which to 
withhold. 

Can we collect the cash from a salesman before awarding a prize? The whole 
value of the contest would be vitiated if we were to try that, and we would 
destroy completely the incentive value that the giving of the merchandise prize 
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was intended to accomplish. The outside salesman might not have the cash 
available to pay before he could receive his prize. He might not choose to advance 
to the company $2 for the chartreuse shirt he won. Certainly the incentive value 
or morale value of a contest diminishes to near zero under these circumstances. 

Furthermore, a winning outside salesman may have so many dependents and 
other deductions as actually not to be required to pay any tax at all on this 
merchandise. 

Can we advance the cash to pay the tax and then subtract the tax so paid 
from future commissions that may be payable to the winning salesman? That 
we assuredly cannot do. The salesman would not necessarily remain in our 
employ to pay out this obligation. Normally, the turnover in any direct selling 
organization may result in a winner terminating his services shortly after 
winning so that it is physically impossible to charge the tax against his future 
earnings. Some winners could be inclined to terminate their services imme- 
diately after the awarding of a large prize. Their interest in their other lines 
may be more attractive than continuing with us to meet the subtractions from 
their future commissions. 

With respect to salaried employees, a company can pay the tax and reimburse 
itself. With respect to commission-paid employees, this cannot be done. Yet 
the Bureau of Internal Revenue and the Treasury Department rigidly adhere to 
the position that the law requires our company to pay a withholding tax on the 
prize articles awarded, under the beguiling assumption that we can find a way 
to do it. 

We have devoted ourselves assiduously to finding such a way and have been 
unable to do so. At considerable financial sacrifice we have followed the only 
alternative that is left. We have been forced to provide an additional award 
of approximately 25 percent of the value of the merchandise in cash which we 
pay to the collector of internal revenue as a sum representing the recipient's 
withholding tax. We report as income to the recipient not only our cost of the 
merchandise but also the amount required to be withheld, and we pay both and 
are not reimbursed for any of it. 

That, as you can well understand, has proven very costly to us. It is a vast 
expense which we never were obliged to pay by the tax laws or codes, but are 
required to pay by reason of withholding inequities never contemplated by the 
Congress. 

Officials of the Bureau of Internal Revenue recognized this serious hardship 
and have made exhaustive efforts to discover some means of providing the desired 
relief under existing law, only to be advised by the Treasury that under existing 
law they had no authority to provide this relief. Yet relief from this inequi- 
table and onerous burden is possible without any loss of revenue to the Govern- 
ment. The relief is simple and equitable and I respectfully hope in your hands 
quick coming. This can be provided by amending section 1622 of the Internal 
Revenue Code as follows: 

(a) By inserting “(except as provided in subsection (k)” immediately 
after the words “shall deduct and withhold upon such wages” in subsection 
(a) thereof; and 

(b) By adding at the end thereof the following new subsection : 

“(K) NONCASH REMUNERATION TO RETAIL COMMISSION SALESMAN.—TIn the 
case of remuneration paid in any medium other than cash for services per- 
formed by an individual as a retail salesman for a person, where the service 
performed by such individual for such person is ordinarily performed for 
remuneration solely by way of cash commission an employer shall not be 
required to deduct or withhold any tax under this subchapter with respect 
to such remuneration, provided that such employer files with the Commis- 
sioner such information as may be prescribed under regulations adopted by 
the Commissioner with the approval of the Secretary with respect to such 
remuneration.” 

This amendment would provide that instead of withholding for merchandise 
prizes awarded to commission paid outside salesmen, that we report the value of 
such prizes as income to the Bureau of Internal Revenue arid to the winning 
salesman, on any forms and under any administrative procedure that the Com- 
missioner may find convenient or desirable. Then, at the end of the tax year, 
since withholding rarely concides to the dollar and the dime of the tax, when the 
taxpayer makes out his return, this remuneration is included in his total income 
and tax paid. 

We have already offered to the Bureau of Internal Revenue to help work out 
any administrative problems that might arise and we have been advised that the 
program is administratively workable. We have already offered to the Bureau 
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of Internal Revenue and to the Treasury Department to provide a guaranty of 
payment of the tax if the salesman fails to pay. They have suggested that such 
guaranties are unnecessary; that they can adequately enforce such collections. 

This is our problem and the relief we seek is urgently required. 

Mr. SHERmAN. We manufacture and sell at retail, Electrolux 
vacuum cleaners and supplies. We sell directly to the home to these 
outside salesmen. We consider these outside salesmen employees for 
the purpose of social-security tax and withholding tax and unemploy- 
ment compensation. But they function in the nature of independent 
contractors in their selling activities. We do not exercise control over 
them, and we pay them only a commission. We pay them no drawing 
accounts, we pay them no expense accounts, we pay them no salaries. 

We withhold and pay over to the Treasury Department their in- 
come tax on their commissions, and we do not quarrel with that with- 
holding on the cash income. But we sponsor sales contests, and every 
selling company does. The purposes of these contests are to improve 
the morale of the organization, to attract new men, and to increase the 
incentive to sell. 

The prize contests are not for the purpose of increasing the compen- 
sation of the outside salesman. He is already adequate ‘ly compensated 
by his cash commission. The prizes are not in cash, for the reason 
that we have found that cash prizes do not have the same beneficial 
effects as noncash prizes. 

Our merchandise prizes run a wide range. A shirt, a sports coat, 
a camera, tie, television set, an overcoat, once an automobile, an elec- 
tric fan, sometimes a lapel pin. And the Bureau of Internal Revenue 
has held that such merchandise awards are remuneration subject to 
withholding. And they say to withhold against such merchandise 
prizes you determine the fair market value of the prize and you apply 
your withholding formula against that. 

As Congressman Keogh pointed out, that is all well and good if you 
have a salaried employee, because you can pay the withholding tax 
and reimburse yourself out of the current salary. But what can we 
do? Our salesmen have only commissions, and the salesmen working 
on a commission basis may have no money due from the company at 
the time a prize is awarded. So we have nothing from “ik to 
withhold. 

Well, can we collect the cash from a salesman before awarding the 
prize? The whole value of the contest would be vitiated if we were 
to try that, and we would destroy completely the incentive value that 
the giving of the prize was intended to provide. 

The outside salesman might not have the cash available if we were 
to ask him to advance it. He might not choose to advance $2 for a 
shirt that he won in a contest; he might be willing to accept it. 

Certainly the incentive value or morale value diminishes to near 
zero under those terms. 

Furthermore, a winning salesman may have so many dependents and 
other exemptions as to actually not be required to pay any tax on this 
merchandise prize at all. 

Mr. Curtis of Nebraska. Do you mind if I ask a question or two? 

Mr. SHeErIpAn. Surely. 

Mr. Curtis of Nebraska. I will be brief. 

You mentioned these prizes and many of them have a very small 
dollar value. 
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Mr, Sueriwan. Yes, sir. 

Mr. Curtis of Nebraska. Would you care to tell the committee 
whether or not the sum total of all prizes that you give in your business 
does amount to a substantial size? 

Mr. Sueripan. Yes; it does. We have several thousand salesmen 
throughout the country. We run these contests not every month, but 
many months of the year. And sometimes we have a great many 
winners. Sometimes the prizes are large. 

I mentioned once an automobile. Sometimes they are small, but 
the sum total of money runs quite high. That is a normal business 
expense which we expect in the giving of the prizes. 

But the additional cost of paying the tax because we cannot with- 
hold it runs very high and is very painful. 

Mr. Curtis of Nebraska. In other words, you do find that you have 
to carry a substantial amount ? 

Mr. Suerman. Yes, sir. In order to give the prize and also to 
give the withholding tax, we are forced to pay an additional 25 per- 
cent of the value of the prize. 

Mr. Curtis of Nebraska. Are you faced merely with the problem 
of having money tied up in handling these taxes, or do you actually 
take losses? 

Mr. Surrman. We have been pouring down the drain 25 percent 
over and above the cost of these prizes because we have had to pay it, 
because we have no way of withholding it. That is gone. We never 
get it back. 

Mr. Curtis of Nebraska. When the man earns additional com- 
missions you can withhold it then, can you not ? 

Mr. Suerman. Mr. Curtis, in a direct-selling organization there 
is a normal turnover which frequently results in a prize winner no 
longer being with the company after having won a prize. We can- 
not follow him to get the money back. 

We have tried, I might say, to figure out ways to handle this be- 
cause Internal Revenue and the Treasury Department have held 
rigidly to the law that says we have got to. We have devoted our- 
selves assiduously to it, but have been unable to find a way of with- 
holding or reimbursing ourselves. 

Consequently, we have been doing the only thing we can do. We 
pay the prize, we pay the tax, and do not get reimbursed from either 
the salesman or the Government. We do not even try. We can’t. 

The Bureau of Internal Revenue officially has recognized this prob- 
lem and recognized it is a serious hardship. They made exhaustive 
efforts to find a way to provide relief to us under existing law. They 
came to the conclusion that under existing law they do not have the 
authority. 

Mr. Curtis of Nebraska. How would your position be better by 
just guaranteeing payment? 

Mr. Suerman. Suppose that the salesmen did not pay, we would 
still be saving half the cost. 

Mr. Curtis of Nebraska. And if some did not have their income 
increased enough by reason of their many dependents, of course, you 
would save on that? 

Mr. Suerman. We would save on that. 

As a matter of fact, we have talked to Internal Revenue and Treas- 
ury Department for several years on this, and we have offered to 
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Internal Revenue to help work out any administrative problems that 
they may have, and Internal Revenue has told us that the program 
that we advanced, simply reporting the income at the end of the year 
and reporting it to the salesmen as well, is administratively workable. 
And we have offered to the Internal Revenue and the Treasury De- 
artment to guarantee the payment of the tax that the salesman pays. 
We have offered to post the bond. They have told us that such guaran- 
ties are not necessary, although we have offered them. 

Mr. Curtis of Nebraska. I think you have established the point. 

Mr. Suerman. That is what I hoped to do. 

Mr. Curtis of Nebraska. We appreciate having you before us. 

Mr, Suerman. Thank you, sir. 


Mr. Curtis of Nebraska. Mr. Joseph A, Schafer? 


STATEMENT OF JOSEPH A. SCHAFER, CERTIFIED PUBLIC 
ACCOUNTANT, PHILADELPHIA, PA. 


Mr. Curtis of Nebraska. Are you the same Mr. Schafer that testi- 
fied previously today ? 

Mr. Scrarer. Yes, sir. 

Mr. Curtis of Nebraska. Jos ar A. Schafer, certified public ac- 
countant, of Philadelphia, Pa. 

Mr. Scuarer. Yes, sir. 

Mr. Curtis of Nebraska. It happens you are the last witness to 
appear before us. 

We have four statements to submit for the record. 

How long is your statement now ¢ 

Mr. Scuarer. I believe I could cover it perhaps in 10 or 15 minutes. 
Would that be too long? 

Mr. Curtis of Nebraska. We will be glad to receive your statement 
in full. 

Mr. Scuarer. I meant just to explain it. 

Mr. Curtis of Nebraska. All right. 

Without objection, the entire statement will be received. 

(Statement referred to is as follows:) 


STATEMENT BY JOSEPH A. SCHAFER, CERTIFIED PUBLIC ACCOUNTANT, PHILALELPHIA, 
PaA., Re REVISION OF THE WITHHOLDING SYSTEM 


The dire need for revenue makes it highly desirable that attention be given to 
improvement of the system of colecting taxes. It is no wild dream to believe 
that Government finances could be ee to the extent of $2 billion. In 
previous hearings the Commissioner of Internal Revenue testified that as much 
as $1% billion of tax liabilities are unreported by taxpayers and never dis- 
covered by the Revenue Bureau. In addition to that loss of revenue it should 
not be doubted that another $500 million of administrative expenses could be 
saved by a better system, considering the fact that over 50 million tax returns 
are filed each year, after which 30 million or more refunds are paid back to 
the taxpayers. 

The present system is inadequate because it does not provide sufficient safe- 
guards to assure collection of all taxes imposed upon the various sources of 
income subject to tax. Vast sums of tax evade collection, either intentionally 
through the designs of unscrupulous taxpayers or because of oversight and error. 
Improvement of the system should have as its objective the maximum colleec- 
tion of tax from as many sources as possible so that tax revenue does not 
escape. 

At the same time the system should be practical and as simple as possible 
so that the cost of collection is low, and also to cause the least inconvenience to 
taxpayers and others. The time and expense involved in the withholding and 








350 GENERAL REVENUE REVISION 


reporting processes could be reduced. The system proposed in this report has 
as its objective the elimination of millions of personal-income-tax returns as 
well as millions of refunds that are made every year. 

Although an employee may now request his employer to withhold an addi- 
tional amount in order that the total tax withheld will more nearly agree with 
the actual tax on his earnings for the year, he still must file a tax return not 
matter whether the withheld tax equals the actual tax liability, which is unlikely, 
or whether the difference is only a few cents to be paid or refunded. 


CRITICISM OF REFUNDS 


No business or collection agency could get away with the injustices imposed 
upon the taxpayers by the present system of first withholding tax and then in 
the following year refunding the excess amount that had been withheld during 
the preceding year. 

Refunds to taxpayers have been averaging about 55 million per year and 
over $2 billion in amount. Statistics for the year 1948 income-tax returns in- 
dicated $2,678,584,000 had been overpaid or overwithheld on 38,369,853 returns. 
Refunds for the year 1949 because of excessive withholding are expected to 
number over 36,500,000. 

At the beginning of 1952 the Government had accumulated more than 1,200,000 
unpaid refunds of prior years amounting to more than $37,700,000. Less than 
50,000 of those taxpayers were paid about $2 million after a diligent search. It 
is very doubtful whether the remaining $35 million will ever be paid back to the 
rightful owners who had an excessive amount extracted from their earnings 
during the years the withholding system has been in operation. Recently the 
Philadelphia division of the Internal Revenue Service advertised the names of 
about 3,000 persons who were entitled to refunds but could not be located to 
receive the excess amounts withheld from them in 1951, the list including only 
those who were to receive refunds over $2. Most of the unpaid refunds were in 
amounts from $5 to $15. 

Such improperly and illegally collected tax will never be paid back because 
the Government cannot find the rightful owners for one reason or another includ- 
ing death, removals, and wrong addresses. Such a system is absolutely wrong 
and should not be tolerated any longer. 

At the same time the process of first withholding tax and then refunding the 
overpayments is the most extravagant system that can be devised and must be 
corrected without delay. It is estimated that the cost of making a refund is 
about $10, so that for 35 million annual refunds the administrative cost to the 
Government is as much as $350 million. Yet some refund checks have been made 
for as low as $1, $0.50, $0.03, and even $0.01. On the other hand, bills have been 
prepared and mailed to taxpayers for balances of tax due from them as low as $1. 
When the cost of collecting or refunding tax becomes greater than the amount 
involved a change in system must be considered. 


PROPOSED PLAN 


In order to accomplish the desired results and remedy the unsatisfactory 
situation brought out above, it is recommended that the following changes in the 
system be made as soon as possible: 

1. The income-tax-withholding system should be expanded to include wages 
paid to domestic workers and agricultural labor. To simplify the procedure the 
income-tax rate should be combined with the social-security-tax rate for the 
purpose of withholding. A start in that direction has been made by covering 
domestic workers in the social-security system. The use of a combined with- 
holding rate to include both elements will not place any additional burden on 
the employer in the withholding process, and at the same time will assure the 
collection of income taxes from that group. There is no logical reason why this 
should not also apply to agricultural labor. 

2. The income-tax withholding system should be expanded to include income 
received in the form of dividends, interest, pensions, annuities, and royalties. 
Frequent complaints have been made by officials of the Government that consid- 
erable revenue has been lost because income from those sources has not been 
properly reported and thus tax has escaped. Collection of tax at the source 
would assure full collection of income taxes on those items of income. The pro- 
cedures involved in withholdings on those items can be simplified so that no spe- 
cial problems will be created for corporations and other payers. 
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3. The withholding system should operate in such a manner that the tax with- 
held would actually equal the correct tax due on the related income, the method 
being explained hereinafter. Under the present system the incorrect amount 
of tax is withheld all during the year notwithstanding attempts to have the tax 
withheld on wages equal the actual tax liability of the taxpayer. As a conse- 
quence the difference of tax reported on the returns now may be only a few cents 
or dollars more or less than the actual amount due. 

4. If this plan to always withhold the correct tax is put into operation it will 
be possible to dispense with millions of returns on which would have been re- 
ported the items of income stated above that were subject to full and correct 
withholding of tax at the source. Perhaps 90 percent of the taxpayers having 
adjusted gross income under $5,000, who receive income from the sources spe- 
cified above, would be covered by correct withholding. In that case at least 
30 million tax returns could be eliminated from the filing requirement, and 
another 30 million refunds would not exist. The saving in Government admin- 
istrative expenses should total $500 million for reduced salaries, paper and 
printing costs, and expenses of processing, handling, transportation, and storage. 
Also involved is the saving to the taxpayers for their direct costs of filing their 
tax returns, the time consumed, and the unpleasant mental ordeal they encounter 
year after year. At the Philadelphia office from 5,000 to 6,000 taxpayers line the 
coliector’s counter day after day to file their returns during the filing period. 

5. Although the proposed system could apply to the group of taxpayers whose 
adjusted gross income is under $5,000, if the maximum benefit is to be realized, 
it is suggested that as the first step in this simplification process the methods 
outlined should only apply to those taxpayers whose income is under $3,600. This 
refers to filing requirements whereby tax returns reporting the covered items of 
income up to $3,600 would be eliminated, since the withholding procedure would 
apply at a single basic rate to all payments of salaries, wages, dividends, ete. 
The elimination of returns having up to $3,600 income is suggested because that 
figure fixes the limit of the 114-percent social-security tax, and it would give 
employers the same amount to work with for both the income-tax and social- 
security-tax withholding procedures. Withholding tables which combine the 
amounts to be withheld for both taxes are now in use, and employeers report 
both on one form and pay the combined amount due in one check. 

A substantial number of taxpayers would be benefited by this plan to relieve 
them of the task of filing returns, as shown by the following comparison of 
returns filed for the year 1948. That taxpayers are eager to simplify their tax- 
paying duties is evidenced by the fact that 80 to 90 percent avail themselves of 
the use of the tax tables and standard deduction procedure when filing their 
returns. 

Number of returns filed in round figures 
Grand total |Under $5,000 '| Under $3,600 ! 
' 





Number of returns bsheas ‘ 52, 072, 000 46,198,000 | 37, 642, 000 
Number reporting income from | | 
Salaries and wages | 45, 000, 000 40, 378, 000 | 32. 742, 000 
Dividends 4 3, 322, 000 1, 836, 000 1, 293, 000 
Interest ____. 3, 963, 000 2, 534, 000 1, 842, 000 
Pensions-annuities ; 377, 000 306, 000 268, 000 


1 Adjusted grossincome, 


Although the objective is to eliminate the necessity of filing returns by correct 
withholding of tax on the classes of income included in this plan, a taxpayer 
would be given the privilege of filing a tax return at the end of the year in order 
to adjust his tax payments because of error, extraordinary deductions, or special 
conditions which prevented correct withholding during the year. 


DETAILED PROCEDURE 


The correct tax can be withheld during the course of the year by the simple 
process of splitting the income into taxable and exempt parts, and then applying 
a single effective tax rate to the taxable portion. 

First, a taxpayer would be allowed to receive tax-free, without withholding, 
as much income as would equal the total amount of his exemptions. A person 
entitled to two exemptions would be allowed to receive up to $1,200 of his income 
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without being subject to the withholding tax. Thereafter every dollar of his 
income would have the same percentage of tax withheld so that the total with- 
held tax during that taxable period of his year would exactly equal the actual 
amount of tax for which he is liable. In that case the filing of a tax return 
would be unnecessary. 

Second, the single effective tax rate would be applied to the taxable portion of 
income during the taxable period of the year to determine the amount of tax to 
be withheld. The effective rate would take into account all factors involved in 
the computation of income tax—the normal tax, surtax, and the standard de- 
duction for contributions, interest, taxes, losses, medical expenses, and miscel- 
laneous deductions. 

In the case of an employee receiving a salary of $50 per week, if it is assumed 
that he has 2 exemptions ($1,200) his salary for the first 24 weeks would be 
tax-free and not subject to withholding. As he would have absorbed his $1,200 
exemption at that point, his salary for the remaining 28 weeks would become sub- 
ject to the tax withholding. If the effective tax rate is 16 percent, the tax with- 
held on his $50 weekly salary would be $8 for each of the final 28 weeks of the 
year, or a total of $224, which agrees with his actual tax liability for that year. 


DIVIDENDS AND INTEREST 


Withholding of tax on dividend and interest income is desirable but should be 
applied only in the case of individuals. No useful purpose would be served by 
withholding tax at the source on payments of dividends and interest to partner- 
ships, estates, trusts, corporations, regulated investment companies, personal 
holding companies, tax-exempt organizations, and governmental bodies, which 
previously was proposed by certain authorities. 

In order to avoid hardship to persons in the low-income groups who owe 
little or no tax, and whose only source of income may be from dividends and 
interest, provision should be made for the filing of exemption certificates with 
the corporate or other payers of such income. That privilege would prevent im- 
proper withholding of tax that is not due by those recipients, and which other- 
wise would only create many refund claims for the excess tax withheld. 

Withholding of tax on interest received from savings accounts in banks and 
financial institutions, United States savings bonds, and postal savings certificates 
of deposit could be simplified by use of a receipt form to be filled out and given 
to the recipient as evidence of tax withheld on certificates redeemed or on with- 
drawals from saving accounts. 


PENSIONS, ANNUITIES, AND ROYALTIES 


Taxpayers have difficulty determining the proper amount of income that should 
be reported in the case of pension and annuity receipts because of the factors 
that must be taken into account in arriving at the portion that constitutes tax- 
ableincome. Companies paying out such income have the essential information in 
their records to enable them to withhold tax on the correct amount, which would 
be a great relief to the taxpayers. Withholding at the source on pensions, an- 
nuities, and royalties also might result in better collection of tax on those items 
of income. 

In conclusion it should be stated that benefits of an improved and simplified 
system as proposed in this report, such as the collection of additional revenue, 
the saving of administrative expenses, remedying the refund evils, and relieving 
taxpayers of some of the problems involved in the filing of tax returns, warrant 
serious consideration of a revised withholding system. 


Mr. Curtis of Nebraska. And you may proceed as briefly as you 
can. 

Mr. Scuarer. Yes, sir. 

This revision of the withholding system which I am recommending 
I believe would be responsible for improving the finances of the Fed- 
eral Government by as much as $2 billion because formerly it has been 
testified that as much as $11 billion escapes taxation. And, of course, 
with the improvements and simplification in the system, an additional 
half billion dollars, I believe, could be saved. 
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Now, the present system, of course, is inadequate because it does 
not collect all the taxes, as has been pointed out previously in the past 
by officials of the Government. 

But, then, of course, there is this about the present system: It with- 
holds tax during the year, but never the correct tax. There is always 
more, or less, than the actual tax at the end of the year. So that 
causes millions of refunds every year. 

I would like to protest this system by which overwithholding of tax 
is the case. I do not think there would be any other business that 
could get away with such a thing in justices involved; because we 
withhold such an amount and the next year we refund it. 

During the past, as much as $2 billion in amount had to be refunded 
to as many as 35 million taxpayers year after year. A couple of 
years ago there was $37,700,000 held by the Government which could 
not be refunded to 1,200,000 taxpayers because they could not be 
located, or perhaps they died or moved, or some other reason. 

Mr. Curtis of Nebraska. Your paper proposes a system whereby 
they would not be overwithholdings ? 

Mr. Scnarer. Yes, sir; that is correct. 

Mr. Curtis of Nebraska. It would be underwithholding? 

Mr. Scuarer. It would be correct withholding. 

Mr. Curtis of Nebraska. The exact amount ¢ 

Mr. Scuarer. Yes, sir. 

There is one other point that is involved here and that is the cost of 
these refunds. It is estimated that the cost is $10 per refund. In some 
cases the refunds are for 1 cent and 2 cents and 3 cents. 

Now, that certainly is an extra cost which should not be. In other 
words, the Government should make up its mind not to refund at a 
certain amount, and it should not bill the taxpayer at a certain amount 
if it costs more to collect that particular amount that is still due. 

I think that should be taken care of at an early date without a gen- 
eral revision. 

As far as the system is concerned, I propose to include in withhold- 
ing, dividend income and interest income. I also intend to include 
domestic workers and agricultural labor. 

In other words, if we want to collect this 

Mr. Curtis of Nebraska. How are you going to get the exact amount 
even after you include those things? 

Mr. Scmarer. That is in the detailed arrangement by which the 
withholding procedure is divided into two parts. First, you have the 
process of submitting the income into two parts; the part which is 
exempt, the amount which will match the exemptions that the tax- 
payer is entitled to. In other words, if it is two exemptions, the 
taxpayer would be entitled to $1,200 of tax-free income. 

Mr. Curtis of Nebraska. Yes. But now suppose a baby is born in 
December, you get an exemption for a full year, do you not, under 
the present law? 

Mr. Scuarer. At present; yes, sir. My recommendation is that in 
that particular case the exemptions be prorated, the same as they were 
in former years. In other words, if you have a new dependent, say, 
at December 31, he should get the benefit of the proportion at part 
of the year, based on, say, a $600 exemption. One-twelfth of it would 
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be the benefit of $50 of additional exemption for that particular 1 
month. That is on a prorata basis. 

That is only in the case of a new exemption, an additional exemp- 
tion. I do not change for a reduced exemption where, say, a depend- 
ent has died during the course of the year. I say do not disturb that 
for the rest of the year. Let that be as it is. Let the taxpayer have 
the benefit of that exemption in that particular case. 

Mr. Curtis of Nebraska. Does your plan involve new tables? 

Mr. Scnarer. I believe it would, sir. It should be more simplified 
than it is at present. 

Mr. Curtis of Nebraska. But what you are proposing is to with- 
hold on all income, investment income, and dividend income, and 
change substantially the law in reference to personal exemption allow- 
ance for dependents ? 

Mr. Scuarer. Only with respect to how it ties in with this with- 
holding system which I am recommending. 

Mr. Curtis of Nebraska. Have you set forth all of that in your 
statement ¢ 

Mr. Scuarer. In the record. 

As to the taxable portion of the income which is received after the 
full amount of the exemptions has been absorbed, after that, every 
dollar of income taxed at a single effective rate which takes into 
account all of the computations, the normal tax, the surtax, the ex- 
emptions, and the standard deduction items; all of them combined 
into a single effective rate. That is applied to every dollar of income 
during the rest of the year during the taxable portion of the year, and 
and it is always the correct amount. 

Mr. Curtis of Nebraska. The staff just informed me that the Bu- 
reau estimated it cost them 37 cents to process a refund and claim. 

Mr. Scuarer. I have seen reports where it is listed as $10. 

Mr. Curtis of Nebraska. I think in view of the House being in ses- 
sion and the second call, that I will have you extend the balance of 
your remarks. You may arrange with the reporter for that. 

We do appreciate your appearance here. 

Without objection, the statements in leu of appearance here, of 
the American Bar Association; the Special Tax Policy Committee of 
the Edison Electric Institute, Mr. Charles E. Oakes, chairman, and of 
the Association of American Railroads, and the American Gas Asso- 
ciation will be received into the record. 

(Statements referred to above are as follows:) 


STATEMENT ON BEHALF OF THE AMERICAN Bar ASSOCIATION RE Topic 12, 
WITHHOLDING 


Inasmuch as a representative of the American Bar Association wil! not appear 
in person on the above topic it is requested that this statement be received and 
filed. 

Under the present income tax withholding system, employers are required to 
withhold tax on “wages” paid to employees, whether the wages be paid in cash 
or in some other medium. Where the employer furnishes or makes available to 
his employees noncash benefits, such as meals, living quarters, discounts, and the 
like, difficult questions arise as to whether such benefits constitute taxable in- 
come and, if so, as to the amount taxable to each employee. Neither Treasury 
regulations nor court decisions furnish any clear rules or practical guides on 
the subject. In this situation it is believed inappropriate and unreasonable to 
require withholding. The pay-as-you-go system need not be carried so far as 
to put on employers the burden of deciding close questions of fact or of taking 
a position on issues in which they are not directly concerned. Such questions 
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ean better be settled in adversary proceedings between the employee-taxpayer 
and the Government. Furthermore, under present law, withholding in these 
doubtful areas is neither uniform nor universal. Many employers fail to with- 
hold through ignorance or neglect or because of the inherent difficulty of ap 
plying the rules and determining the amount taxable. Strict compliance is thus 
largely confined to employers who are particularly conscientious or who are 
unusually well equipped to determine the amount to be withheld. Such uneven- 
ness of application, which is inherent in the present system, does not make for 
good administration of the tax laws. 

The items that would be exempted from withholding under the proposed 
amendment have certain common characteristics. They are relatively small in 
amount; they are usually furnished to employees generally, or to large numbers 
of employees on a common basis; typically, they are provided by the employer 
as a condition of employment, instead of being selected or bargained for by the 
employees ; they have no direct relation to salaries or wages; they are intended 
for immediate personal use or consumption, rather than for sale or exchange; 
and they are difficult to value—the value frequently varying from one employee 
to another. Under the amendment, such items, to the extent that they constitute 
compensation and are now subject to tax, would still be taxable, although they 
would not be subject to withholding. 

The amendment would make no change in the law with respect to compensa- 
tion paid in the form of stock or securities, stock options, or other property of a 
kind that would normally be sold or exchanged or be retained as an investment. 
Taxable items of that kind would still be subject to withholding. 

Our proposal, the language of which is being filed with this statement would 
amend section 1621 (a) of the Internal Revenue Code as follows: 

“Strike out the period at the end of paragraph (12) of said section and insert 
in lieu thereof “or,” and insert new paragraph immediately following said para- 
graph (12), to read as follows: 

*“(13) in the form of meals, living quarters, facilities, discounts, goods serv- 
ices, or privileges.” 





STATEMENT OF SPECIAL Tax PoLicy COMMITTEE, Epison Execrric INSTITUTE, 
CHARLES E. OAKES, CHAIRMAN, RE Topic 12, WITHHOLDING ON NONCASH 
COMPENSATION 


WITHHOLDING ON NONCASH COMPENSATION 


This statement is filed by the Edison Electric Institute on behalf of the electric 
utility industry of the United States. 

Whether or not nonmonetary considerations made available by employers to 
employees should be subjected to tax is a matter of policy wholly within the 
province of the Congress. If subjected to tax the problems which the employer 
faces in connection with existing withholding and information obligations are 
extremely serious. 

The nonmonetary economic benefits extended to employees are myriad in 
number: Meals available at company cafeterias, free or at less than cost, medical 
services to employees and to their families, visiting nurse, hospitalization, 
surgical, dental, and convalescent facilities, recreational and cultural and edu- 
cational activities, courtesy discounts, automobile parking, day nursery, even 
Coca-Cola, aspirins, and vitamin pills, or anything else which in the judgment 
of the employer helps to produce his product more cheaply. The economics of 
individual situations may justify other noncash inducements to employment 
running the gamut from air-conditioning to muzak during working hours. 

Many utility companies operate cafeterias at a loss and under an economic 
concept of income their employees may have thereby received taxable income, 
All employees may be entitled to eat in the cafeteria; many employees may 
never eat there and some may eat there only occasionally. It is impossible 
to determine which items of food provided are priced above or below cost, and 
it would be a fantastic accounting burden to determine the gain or loss on 
individual servings and to keep a record of which individual serving went to 
which employee. Certainly the employee who never eats in the company cafe- 
teria cannot be surcharged with the receipt of taxable income. 

The employee may be entitled to a 20 percent discount on all merchandise 
purchased in the store of his employer—that is, 20 percent off of the listed selling 
price. This courtesy discount gives him some sort of economic advantage over 
the employee of the steel mill who has no such courtesy discount on the product 
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with which he works. But the employer is at a complete loss to put an evalua- 
tion on the actual purchases made by his employees. The employee, of course, 
buys in a free market and he buys only when he thinks that his discount price 
and the quality of the merchandise is a better bargain than that which can be 
bought elsewhere. And the value to him of the discount is the difference between 
what he or anybody else would have had to pay elsewhere and what he actually 
paid to his employer. These are factors concerning which the employer is 
wholly uninformed. 

These examples illustrate the difficulty in evaluating the economic benefits 
of noncash compensation and the allocation of the benefits to the individual 
employee. If this kind of noncash compensation is to be taxed, the obligation 
to determine the value of the benefits received and to allocate them to the 
individual employee should not be laid on the employer who is not in a position 
to make the required evaluation and allocation. 

It is also clearly apparent that if the employer must make initial determi- 
nations of value and allocation and withholding from his employees taxes on 
such noneash income, frictions will arise between the employer and employee 
which will prove serious and foment many labor controversies. 

Accordingly, the withholding and information requirements of the code should 
be amended. Specifically, section 1621 (a) of the Internal Revenue Code should 
be amended by adding thereto a new subparagraph (13) reading as follows: 

13. In the form of meals, living quarters, facilities, discounts, goods, services, 
or privileges. 





STATEMENT OF THE ASSOCIATION OF AMERICAN RATLROADS RELATIVE TO 
Topic 12, WITHHOLDING 


There can be no doubt that the withholding requirements imposed by existing 
law play an important part in the orderly collection of the enormous revenues 
from the income tax on individuals. Neither can there be any doubt that the 
performance by the employer of this tax-collection function is very costly. In the 
case of the railroads which as service industries employ a great number of in- 
dividuals, the cost of tax collection on behalf of the Treasury is very substantial. 
Since there is no reimbursement for this expense its imposition amounts to an 
additional tax, from which the railroads would welcome relief. 

It will be recalled that the Revenue Act of 1951, as it first passed the House, 
included a provision for withholding at the rate of 20 percent in the case of 
dividends, interest, and royalties. The then minority on the Ways and Means 
Committee included in its statement of views in opposition to the Ways and 
Means Committee report, at page 151 of House Report No. 586, 82d Congress, 1st 
session, a statement of certain substantial problems that would be involved in the 
administration of the proposed withholding requirement. 

In an appearance before the Senate Finance Committee on this bill, Mr. Carter 
Fort, vice president and general counsel of the Association of American Rail- 
roads, stated: 

“The railroads are in complete agreement with the premise that taxes should 
be paid upon all taxable income and that all reasonable means should be used to 
prevent an escape from the payment of taxes either by individuals or corporations 
and whether as a result of underreporting of dividends and interest or other- 
wise. However, they question the advisability of further transferring the tax- 
collecting function from the Treasury to corporations. 

“There is no question, it seems to us, but that serious hardship will result in 
many instances from the want of relationship between the amount withheld and 
the amount of taxes due, if any. Many taxpayers will be put to the necessity of 
procuring refunds and will be deprived of the use of their money, at least for 
a season. 

“In important instances, indeed, overwithholding would be inevitable. A case in 
point is the payment of dividends to corporations. These dividends are taxable to 
the extent of 15 percent of their amount. Assuming a combined normal tax and 
surtax rate as high, even, as the 52-percent rate proposed in the House bill, the 
tax would not exceed 7.8 percent, yet 20-percent would be withheld. In many 
instances this result, and the attendant delay in obtaining a refund, would 
seriously impair the working capital of the recipient corporation. This situation 
would seriously affect many railroads. To ameliorate this particular hardship 
it would seem that, if withholding on dividends is to be required, the corporate 
recipient of dividends should be permitted to set off the amount withheld against 
any amount due from such corporation as income or payroll taxes, along the 
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lines of the provision in the House bill with respect to tax-exempt organizations. 

“The House bill would exempt from withholding, among other things, interest 
on equipment-trust certificates. The report of the Ways and Means Committee 
of the House indicates that the reason for exemption of equipment-trust certifi- 
cates from the requirement of withholding is that they are ordinarily held by 
corporations. Conditional-sales agreements are widely used by railroads in 
financing the acquisition of new equipment. They serve in that connection the 
Same purpose as equipment-trust agreements. Like equipment-trust certificates, 
they are ordinarily held by corporations. Unpaid balances on such agreements 
entered into by railroad aggregated slightly in excess of $392 million as of 
December 31, 1950. We urge that, if a withholding requirement is to be retained 
ip the bill, the exemption with respect to interest on equipment-trust certificates 
be enlarged to include interest payable under conditional-sales agreements. 

“But we think that in any event the requirement of tax withholding as pro- 
posed in the House bill should be deferred until the effect of the new reporting 
requirements can be known. This year, for the first time, under regulations of the 
Commissioner, corporations are required to report all payments of dividends, 
regardless of amount, and the recipient taxpayer is required to itemize all divi- 
dends received. No opportunity has been afforded as yet to judge the efficacy 
of these measures in minimizing the evil at which the proposed withholding is 
directed. Until that is known, we think your committee is not in a position to 
gage the extent of the evil and to measure the benefits of the proposal against the 
hardsh'ps inherent in it.” 

The Senate Finance Committee felt that the problems involved in imposing 
additional withholding requirements, particularly in the fields of dividends, 
interest, and royalties, were sufficiently great to justify the elimination of these 
provisions from the bill. In conference on the differences between the two Houses, 
the members representing the House receded. We believe that the objection to 
such provisions as stated by the then minority members of the Ways and Means 
Committee report still obtain. Furthermore, we wish to emphasize the considera 
tions presented to the Senate Finance Committee by Mr. Fort as quoted above. 
We agree with the substance of the statement in the report of the Senate Finance 
Committee, Senate Report 781, 82d Congress, Ist session, page 65, wherein the 
committee sets forth the reasons why it believes withholding should not be 
required on dividends, interest, and royalties, 





STATEMENT OF AMERICAN GAS ASSOCIATION, New York, N. Y., Re Terre 12, 
WITHHOLDING ON NONCASH COMPENSATION 


Whether or not nonmonetary considerations made available by employers to 
employees should be subjected to tax is a matter of policy wholly within the 
province of the Congress. If subjected to tax the problems which the employer 
faces in connection with existing withholding and information obligations are 
extremely serious. 

The nonmonetary economic benefits extended to employees are myriad in num- 
ber: Meals available at company cafeterias, free or at less than cost, medical 
services to employees and to their families, visiting nurse, hospitalization, sur- 
gical, dental, and convalescent facilities, recreational and cultural and educa- 
tional activities, courtesy discounts, automobile parking, day nursery, even coca- 
cola, aspirins, and vitamin pills, or anything else which in the judgment of the 
employer helps to produce his product more cheaply. The economics of indi- 
vidual situations may justify other noncash inducements to employment running 
the gamut from air conditioning to Muzak during working hours, 

Many utility companies operate cafeterias at a loss and under an economic 
concept of income their employees may have thereby received taxable income. 
All employees may be entitled to eat in the cafeteria ; many employees may never 
eat there and some may eat there only occasionally. It is impossible to deter- 
mine which items of food provided are priced above or below cost, and it would 
be a fantastic accounting burden to determine the gain or loss on individual 
servings and to keep a record of which individual serving went to which em- 
ployee. Certainly the employee who never eats in the company cafeteria cannot 
be surcharged with the receipt of taxable income. 

The employee may be entitled to a 20-percent discount on all merchandise 
purchased in the store of his employer—that is, 20 percent off of the listed 
selling price. This courtesy discount gives him some sort of economic advantage 
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over the employee of the steel mill who has no such courtesy discount on the 
product with which he works. But the employer is at a complete loss to put 
an evaluation on the actual purchases made by his employees. The employee, 
of course, buys in a free market and he buys only when he thinks that his 
discount price and the quality of the merchandise is a better bargain than that 
which can be bought elsewhere. And the value to him of the discount is the 
difference between what he or anybody else would have had to pay elsewhere 
and what he actually paid to his employer. These are factors concerning which 
the employer is wholly uninformed. 

These examples illustrate the difficulty in evaluing the economic benefits of 
noncash compensation and the allocation of the benefits to the individual em- 
ployee. If this kind of noncash compensation is to be taxed, the obligation to 
determine the value of the benefits received and to allocate them to the individual 
employee should not be laid on the employer who is not in a position to make the 
required evaluation and allocation. 

It is also clearly apparent that if the employer must make initial determina- 
tions of value and allocation and withholding from his employees taxes on such 
noncash income, frictions will arise between the employer and employee which 
will prove serious and foment many labor controversies. 

Accordingly, the withholding and information requirements of the code should 
be amended. Specifically, section 1621 (a) of the Internal Revenue Code should 
be amended by adding thereto a new subparagraph (13) reading as follows: 

“13. In the form of meals, living quarters, facilities, discounts, goods, services, 
or privileges.” 


Mr. Curtis of Nebraska. The committee stands recessed, to re- 
convene next Tuesday at 10 a, m. 

(The following material was submitted for the record on topic 
12:) 


STATEMENT OF THE NATIONAL MiLK PrROpUCERS FEDERATION BY CHARLES W. 
HOLMAN, SECRETARY, CONCERNING WITHHOLDING TAXES 


The National Milk Producers Federation is a national organization represent- 
ing some 460,000 dairy-farm families and the cooperatives which they own and 
operate and through which they process and market at cost the milk and butter- 
fat produced on their farms. 

There have been suggestions made to the effect that if withholding of taxes 
is applied to dividends on capital stock then it should be applied also to patronage 
refunds of cooperatives. The purpose of this statement is to point out briefly 
for the record that the two_types of payment are entirely different in character 
and that equality of treatment between cooperatives and ordinary corporations 
would not be served by applying the same withholding rule to stock dividends 
and patronage refunds. 

Dividends on capital stock are returns on invested money. In practically 
all cases they represent net income from the transaction involyed, namely, the 
investment of a specific sum of money. 

Patronage refunds made by a farmers’ marketing cooperative on the other 
hand are more in the nature of a final payment on the price due a farmer for 
commodities delivered to a cooperative for sale. In effect the cooperative receives 
the farmers’ commodities, advances a portion of the purchase price, sells the 
commodities at the best price obtainable, deducts the actual cost of the operation, 
and pays over the balance to the farmer. The original advance or advances and 
the final payment represent the gross return to the farmer for the produce sold. 
Net income on the transaction of course would be computed by deducting from 
the gross return the cost of producing the commodities delivered to the cooper- 
ative. There is no more relationship between the amount of a patronage refund 
and the net income from such a transaction than there is between the price 
a farmer receives for goods sold to an ordinary corporation and the farmer’s net 
income on that transaction. 

Since patronage refunds are a part of the price farmers receive from the 
sale of their commodities and not income received on invested money, it follows 
that any withholding which might be applied to dividends on capital stock ought 
not to be extended, on the ground that they are similar, to patronage refunds 
of farmers cooperatives. Equal treatment would require that withholding should 
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not be applied to patronage refunds until it is applied generally to all proceeds 
received from the sale of commodities. 

Many farmers’ cooperatives pay patronage refunds to a large number of 
patrons, the individual checks being for small amounts. Withholding in such 
cases would be impractical because the cost of computing the withholding and 
making reports would be out of proportion to the tax benefit, if any, that would 
result. Only a portion of the farmers receiving small patronage checks owe 
any tax. Most farmers in such cases would be unjustly deprived of the amounts 
withheld, because the trouble of securing a refund would not be worth while. 
Where refunds were made, the cost would be a burden on the Government. 

Withholding on patronage refunds is not necessary and would result in no 
substantial tax benefit. Patronage refunds are includible in the farmers’ regular 
income-tax return, and most farmers we believe are reporting them. Cooper- 
atives and other agencies serving farmers are helping to inform them concern- 
ing the proper reporting of refunds. Once farmers have had a reasonable 
period of time to become familiar with the new regulations, we believe the 
amount of unreported patronage refunds on which a tax would be due will be 
much too small to justify imposing on farmers and their cooperatives the 
cumbersome burden of withholding. 

Withholding on wages permits a heavy tax bill to be paid in regular install- 
ments. The amounts withheld on patronage refunds would be much too small 
to have any practical value in this respect. 

For these and other reasons we are opposed to a withholding tax on patronage 
refunds. 


STATEMENT OF THE NATIONAL ASSOCIATION OF MANUFACTURERS ON Topic 12, 
WITHHOLDING 


The association has been sympathetic with the objective sought by the proposals 
of recent years for the extension of withholding to dividends and other forms of 
income. It recognizes that there is some loss of revenue from the failure of 
taxpayers to report all such income received. 

However, it does not believe that the problem should be resolved by the exten 
sion of withholding to forms of income other than wages and salaries. This 
would constitute a system of forced loans to the Government in the case of many 
small income recipients from whom money would be collected (withheld) as taxes 
when there is no tax liability in fact. It would cause serious hardship in many 
cases—irreparable when the ultimate effect were to deprive individuals of some 
portion of their income during life. 


STATEMENT OF AMERICAN FEDERATION OF LABor Re Topic 12, Wirh HOLDING 


Wages and salaries of the vast majority of working people are subject to 
the withholding tax. There would appear to be no adequate reason why Con- 
gress should not adopt the withholding principle to the taxation of dividends 
Failure to do so will result in the continued loss of several hundred millions 
of dollars yearly in revenue. 





STATEMENT BY ADpISON B. CLoHosgy, Esqa., oN BEHALF OF RESEARCH INSTITUTE 
or AMERICA, New York, N. Y. 


Withholding taxes are cancerous and dangerous to our economy. The very 
reason for withholding taxes is faulty. Why should not a man preserve enough 
of his dignity to pay his own taxes when and as they are due? Why should 
they be withheld from him even before they are due? Is the Government afraid 
it will not get its taxes from an employee? Why is an employer not reimbursed 
for the costs of collection? They are important costs. 

Withholding of income taxes at the source should be abolished. The ordinary 
taxpayer has completely lost comprehension of the amount of tax he is paying 
because of this so-called painless method. 

Withholding on salary and wages should be discontinued. 
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STATEMENT OF AMERICAN FarM BUREAU FEDERATION CONCERNING Topic 12, 
WITHHOLDING 


At the American Farm Bureau Federation annual convention held in Decem- 
ber 1952, the following resolution was adopted. 

“We oppose the application of a dividend witholding tax system to cooperatives 
and other corporations.” 

The withholding of taxes against wages and salaries rests on a fundamentally 
different premise than withholding of taxes applicable to dividends. A major 
reason is the fact that very few recipients of dividends are reliant on such 
income exclusively. Also there is no such practical method for determining the 
exemptions to which the receivers of dividends are entitled. 

Such witholding is unnecessary in view of the fact that other forms of report- 
ing are available for checking against failure to report such income. A heavy 
and unnecessary administrative burden involved in checking and the payment 
of inevitable adjustments further compound the impracticability of dividend 
withholding. 

These reasons apply equally to dividends, whether they are paid by cooperative 
associations or corporations, 


TESTIMONY BY LAURENCE R. LUNDEN, TREASURER AND COMPTROLLER, UNIVERSITY 
OF MINNESOTA, REPRESENTING THE AMERICAN COUNCIL ON EDUCATION, RE Sus 
JECT 12, WITHHOLDING 


I am Laurence R. Lunden, treasurer and comptroller of the University of Min- 
nesota. lam here as chairman and representative of the committee on taxation 
and fiscal reporting to the Federal Government of the American Council on 
Education. 

lhe American Council on Education is an organization whose membership is 
made up of educational institutions and organizations. It now includes 145 
national and regional educational associations with interest in education at all 
levels and 967 institutions, comprising 848 universities, colleges, and junior col- 
, as well as State departments of education, public and private school 
systems, secondary schools, public libraries, and educational divisions of business 
and industrial concerns. 

The Committee on taxation and fiscal reporting to the Federal Government 
reviewed the 40 topics presently being heard by the Ways and Means Committee 
of the House. In the event consideration is given to extending tax withholdings 
on dividends and interest under topic 12, withholding, I would like to present 
for the record the stand taken by the committee on this subject. This position 
is no different from the one outlined to the members of the Joint Committee on 
Internal Revenue Taxation and representatives of the Treasury Department and 
the Bureau of Internal Revenue on April 20, 1951. If anything, our stand is 
more positive by reason of additional study and analysis since then. 

It is believed the whole principle of tax withholdings on dividends and interest 
is unfeasible. For this reason and others which are set forth below, we feel no 
tax withholdings should be imposed with respect to dividends and interest. It 
is our conviction that the problems of recordkeeping to which colleges, univer- 
sities, and other tax-exempt institutions would be put in carrying out such a 
withholding program would create an untenable administrative situation. 

As you may realize, the implementation of the withholding principle is repug- 
nant to colleges and universities not only because of the additional work and 
the additional expense involved but because it seems to us to be a further 
invasion of the tax-exempt status that has historically been an inherent strength 
in the American system of higher education. 

In a program of tax withholdings on dividends and interest the Government 
would have additional expense in terms of general supervision of the with- 
holding program and specifically in terms of withholding on United States bonds 
and other United States obligations. It is obvious that the withholding of sums 
of money as large as those involved in the portfolios of tax-exempt institutions 
will not be deducted from our present withholding without being audited- by 
the Federal Government. This will require placing new groups of auditors on 
the Federal payroll as well as other personnel to maintain the additional records 
necessary for such an operation. 

Apart from the consideration already discussed with respect to the principle 
itself, we feel it is inescapable that institutions of higher education will suffer 
considerably in terms of additional work and certainly additional cost. This 
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is highly regrettable because of the situation in which all colleges and universi- 
ties find themselves at the present time. We know of no institution escaping 
the hardship of manpower shortage. We know of no educational institution 
that is not facing serious financial difficulties; many of these currently operating 
with deficits. Thus, additional expense occasioned by such a program would 
be of real significance. It is relevant at this point to underscore the important 
role that colleges and universities play not only in the national economy but 
in the whole defense effort. 

When this proposal was being debated in 1951, even the strongest proponents 
recognized that implementation of such proposed legislation would result in 
a capital levy on tax-exempt institutions. Inasmuch as capital levies per se 
are frowned upon by any person capable of grasping their fullest implications, 
an attempt was made to placate tax-exempt institutions by advancing the off 
set principle. Specifically, tax-exempt institutions were told that they might off- 
set the amount withheld on account of dividends and interest by like amounts 
withheld from salaries and wages as well as excise and admission taxes. This, 
of course, was a palliative—not a solution. This would involve tax-exempt 
institutions in more work, more recordkeeping, and more audits. 

Failure to exempt tax-exempt institutions, and particularly colleges and uni- 
versities from the provisions of any law requiring the withholding of taxes 
on dividends and interest can only result in further harm to higher education 
generally—and at a time when higher education is least able to suffer the 
assumption of additional burdens. 


(The following is a resolution adopted by the Council of State 
Chambers of Commerce with regard to item 12 :) 


WITHHOLDING 


The Federal Finance Committee of the Council of State Chambers of Com- 
merce believes that the principle of withholding and current payment of per- 
sonal income taxes on wages and salaries has become firmly implanted in 
the system and should be continued. However, the principle should not be 
extended to the withholding of the tax on dividends, interest, or other types of 


cash income, or on income received in kind. 


(Whereupon, at 11:20 a. m., the hearing was recessed, to reconvene 
at 10 a.m. Tuesday, July 14, 1953.) 
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TUESDAY, JULY 14, 1953 


Hovse or REPRESENTATIVES, 
CoMMITTEE ON Ways AND MEANS, 
Washington, D. C. 
The committee met, pursuant to notice, at 10 a. m., in the Ways and 
Means Committee room, Hon. Daniel A. Reed (chairman of the cor- 
mittee) presiding. 
The CuarrMAn. The committee will come to order. 


TOPIC 13—EMPLOYEE DEATH AND DISABILITY BENEFITS 


The committee will hear testimony on employee death and disability 
benefits, the 3 percent annuity rule, and stock options and deferred- 
compensation plans, topics 13, 14, and 15, respectively. The first _wit- 
ness is Mr. C. W. Phelan, who is president of the Michigan Bell Tele- 
phone Co., and who is appearing on behalf of the Bell System com- 
panies. Mr. Phelan, if you will please come forward and give your 
name and address and the capacity in which you appear, we will be 
gladto hear you. Weare very glad to have you here. 

Mr. Dingell ? 

Mr. Drncev. May I say to Mr. Phelan, president of the Michigan 
Bell Telephone Co. as one old telephone man to another, I welcome 
him here and I want to encourage him to be at his best, which I know 
he will be. These men on both sides of the chairman are interested 
in what you have to say. They want to know your experience with 
the social-security system and pension plan as they apply to your 
company and your employees. I know that as a pioneer among in- 
dustrialists and large service companies, old John Bell was always 
interested in his employees. He had a system providing for those 
who fell by the wayside prematurely and those who carried on for a 
period of many years until they were eligible for retirement. ‘There 
was always something to take care of them in either case. 

Of course, now the Federal Government has a system. I know we 
will be most happy to know how it affects the plan of the Bell Co. 
and in what way perhaps we can dovetail them and in what way we 
can make the two operate better for the benefit of first the employees 
and the company at any time, so I want to encourage you to give the 
committee your very best thought and do not hesitate to tell us all 
about your views, whether they are critical in some instances or com- 
plimentary. We want to know them and we want you to give us 
such recommendations as, which I know you will, will improve the 
relationship between the two. That is about all I want to say. 
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STATEMENT OF CLIFTON W. PHELAN, PRESIDENT, MICHIGAN BELL 
TELEPHONE CO. 


Mr. Pueian. Thank you very much, Mr. Dingell. It makes me 
feel very much at home here to have you say what you did. 

Mr. Dincett. You are not among any enemies. They are all 
friends. 

Mr. Puevan. Shall I go right ahead, Mr. Chairman ? 

The CuarrMan. Yes. 

Mr. Puevan. Mr. Chairman and gentlemen of the committee, my 
name is Clifton W. Phelan. I am president of Michigan Bell Tele- 
phone Co. In appearing before you today I am speaking on behalf 
of all of the companies of the Bell System, of which Michigan Beil 
Telephone Co. is one. American Telephone & Telegraph Co. is the 
parent organization of the Bell System, which is a group of companies 
engaged in providing telephone service throughout the United States. 
These companies have in the aggregate some 700,000 employees all 
of whom have an important st: ake in the problem I am about to discuss. 

The matter which I should like to discuss is the income-tax treat- 
ment of benefits received by Bell System employees when they are 
sick or injured, and of benefits received by beneficiaries of deceased 
employees. These payments are made under long-established plans 
of the Bell System companies. The tax treatment of these benefits 
is highly discriminatory as compared with similar payments pro- 
vided by other employers through commercial insurance. We believe 
this discrimination should be remedied by amending the tax laws. 

The Bell System companies were pioneers in establishing employee- 
welfare plans. Under plans adopted throvghont the Bell System 
in 1912, which became effective on January 1, 1913, the various com- 
panies provided, among other things, for sickness, death, and accident 
benefits. Payments of the benefits have always been made directly 
by the companies. 

Income-tax considerations had no part in the formulation or the 
adoption of our plans. In fact, they were adopted before the 16th 
amendment to the Constitution of the United States became effec- 
tive and before the first of the revenue acts thereunder was enacted. 
They were even in effect before workmen’s compensation laws were 
common. They were in effect long before insurance companies were 
in the field, as they are now, developing coverage of the kind furnished 
by our plans. 

Sickness, death, and accident benefits under the plans of the Bell 
System companies have each received separate tax treatment under 
the Federal tax laws. I therefore should like to discuss each of these 
classes of benefits separately. 

Tax treatment of sickness benefits: The nature and purpose of 
the benefits for sickness disabilities under our plans have remained 
unchanged since the plans went into effect in 1913. All employees 
become eligible to receive these benefits after a term of, employment 
of 2 years. Sickness is defined to include not only illness in the 
usual sense of the word, but also accidental injury ‘other than that 
arising in the course of employment, which is separately treated in 
the plans. The amount and duration of benefits depend on the 
employee's rate of pay and length of time employed. Benefits begin 
on the eighth calendar day of absence. 
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Since 1918 the Federal tax laws have expressly provided that 
amounts received through accident or health insurance as compensa 
tion for personal injuries or sickness are not subject to tax to employees. 

Notwithstanding the unchanged principles of the Bell System 
plans throughout the years, and the unchanged Federal income tax 
statutes, the following conflicting tax treatment has been given by 
the Bureau of Internal Revenue to payments made for sickness dis- 
abilities under our plans: 

1. In 1918 the Bureau issued a ruling that the benefits were not 
subject to tax. In other words, the payment under our plans were 
given the same tax treatment as payments made under commercial 
insurance policies. 

2. In 1938 the Bureau reversed its position and formally ruled 
that the payments under our plans were subject to tax. 

3. In 1941 the Bureau again reversed itself and ruled that the 
payments were not subject to tax. 

4. In 1943 the Bureau again changed its position. Since that time 
the payments have been held subject to tax. 

Under the present theory of the Bureau, when companies obtain 
coverage for their employees for sickness benefits under commercial 
insurance policies, payments under the policies are not taxable income 
to the employees. However, when employers, such as the Bell Sys- 
tem companies, provide the same type of protection for their em- 
ployees through formal plans under which the companies make direct 
payments, with the same motives and purposes, the payments result 
in taxable income to the employees. 

Our attorneys advise us that in a decision of the Court of Appeals 
for the Seventh Circuit, handed down on October 29, 1952, in the 
case of Epmeier v. United States, the court held that the fact that 
the sickness payments were made under a direct-payment plan rather 
than under a commercial policy of insurance was immaterial and 
that the amount received by the employee was not subject to income 
tax. Notwithstanding this decision, the Bureau did not take the case 
to the Supreme Court. Instead it recently issued a statement refer- 
ring to this decision and indicating that it did not intend to follow 
it in other cases of a similar nature. 

I am not qualified to argue the legal merits of the matter. I feel 
fully qualified, however, to say that from a business point of view 
the Bureau’s position discriminates unfairly against our employees. 
We have been totally at a loss in trying to explain to our employees 
the distinction which the Bureau makes. I myself can see no reason 
why a company which buys a commercial insurance policy to accom- 
lish exactly what we have been doing for the past 40 years should 
be able to obtain a tax advantage for its employees which is denied 
to employees of the Bell System companies. 

It is no answer to say that our companies can buy commercial in- 
surance if they wish to do so. For us to purchase commercial insur- 
ance policies to provide sickness benefits would be a more expensive 

way of providing this protection. This added expense ead of ne- 
cessity have to be passed on to the public in the form of higher rates 
for their communications service. The economic waste of such a 
change in business practice could not be justified. The tax laws 
should not encourage it. 
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Recommendation : We feel strongly that the Internal Revenue Code 
should be amended so as to prov ide ‘expressly that sickness payments 
made under plans such as ours, established by employers and mak- 
ing provision for employees generally, shou!d “be excluded from tax- 
able income. The t 1eory on which similar payments under com- 
mercial insurance policies are excluded from income is that they 
relieve sick or injured persons from the burden of paying income 
tax on their sickness benefits. This principle is sound and should 
be equally applied to payments under plans such as ours 

Tax treatment of death benefits: Death benefits have been pro- 
vided under the plans of the Bell System companies since they be- 
came effective in January 1913. Benefits are based on the salary 
and length of service of the employee and are payable to a wife or 
a dependent husband, dependent children, and certain other depend- 
ent relatives of the deceased employee or pensioner. Payments are 
made directly by the companies. 

From 1913 until 1949, a period of 36 years, the death benefits under 
our plans were not considered by the ‘Bureau to be taxable income. 
This is the same treatment accorded death benefits under commercial 
group life insurance policies provided by employers. 

In 1949 the Bureau reversed its position as to death benefits paid 
under direct-payment plans such as ours, except as to accidental death 
in the course of employment, and ruled that they were taxable income 
to the beneficiaries. 

The present situation with respect to such payments is as follows: 
First, where employers obtain coverage for their employees under 
group policies of commercial life insurance, death benefits paid under 
these policies are entirely excluded from taxable income. Second, 
where employers, such as the Bell System companies, provide the same 
kind of protection for their employees through direct-payment plans, 
the benefits are considered as taxable income to the beneficiaries. 
There is this exception: A 1951 amendment to the tax laws provides 
that the first $5,000 of such benefits paid under a direct-payment plan 
is excluded from gross income. 

Recommendation: This unfair discrimination should be eliminated. 
It is illogical that more favored tax treatment should be accorded to 
death benefits provided by an employer through commercial insur- 
ance than to those provided under plans such as ours. The serious- 
ness of the problem to employees of our companies is apparent when 
it is realized that their widows and children must pay taxes which 
they consider unfair during a time of extremely difficult adjustment 
in their lives. 

Again, it is no answer to say that our companies can buy commer- 
cial insurance if they wish to do so. Just as in the case of sickness 
benefits, it would be more expensive for us and for the public we 
serve to provide life-insurance protection for employees through 
commercial insurance policies than under our present method. 

Tax treatment of job-insurred accident benefits: Under the Bell 
System plans, disability and death benefits are paid in the event. em- 
ployees are accidentally injured in the course of employment. Pay- 
ments are made directly by the companies. ‘The employee or his 
beneficiaries may elect to decline the benefits and proceed under work- 
men’s compensation or other laws. The benefits under our plans, how- 
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ever, are often more favorable than the benefits provided under work- 
men’s compensation laws. 

For the 40 years our plans have been in effect the full amount of 
all job-incurred accident and death benefits thereunder has been con- 
sidered by the Bureau to be excludable from taxable income. 

Although the provisions of the tax laws have remained unchanged, 
the Bureau on June 22, 1953, reversed this long-standing position. On 
that date it released a ruling (Revenue Ruling 103) revoking the exist- 
ing ruling which had held exempt from income taxes the entire amount 
of these benefits paid under plans such as ours. Under its new ruling, 
accident payments made to an employee and death benefits paid to his 
beneficiaries under a plan such as ours in excess of those provided 
under the workmen’s compensation laws of the State involved will be 
considered taxable income if received on or after August 1, 195: 
Nevertheless, if this excess were covered by a group insurance policy 
provided by the employer, it would not be taxable income. 

It seems strange to me that without a change in the law an adminis- 
trative interpretation which has remained unchanged for so many 
years can be so abruptly reversed. How can we explain this treat- 
ment to employees who have suffered the misfortune of injury at their 
work? 

Recommendation: My suggestion is that the law be amended to state 
clearly that job-incurred accident and death benefits paid under a 
dicert-payment plan such as ours be excluded from taxable income. 

Summary: In conclusion, I should like to emphasize that the benefit 

plans of the Bell System companies are primarily and fundamentally 
based upon the sound business policy of furthering the efficient opera- 
tion of the business through the maintenance of a high grade of per- 
sonnel. Direct-payment pl: ins were chosen to prov ide disability and 
death benefits for employees because they offered the Bell System 
companies the most economical method of accomplishing the desired 
result. We regard this and other reasonable economies as being highly 
important in our business because of the effect they have on the rates 
to our customers. 

We are therefore seriously concerned over the fact that sickness, 
death, and job-incurred accident payments made under the plans of 
the Bell System companies are not accorded the same tax treatment 
as are similar payments provided under commercial insurance policies. 
We request that you consider the unfairness of the present practice 
to those persons now receiving such payments under employers’ direct- 
payment plans and take steps to correct this inequity. I want to assure 
you that this is of vital importance to all of the 700,000 Bell System 
employees. Therefore, I express my appreciation for your kindness 
in allowing me this hearing. 

The CHAtrman. Does that conclude your statement ? 

Mr. Puevan. Yes. 

The CuHarrMan. I want to congratulate you, sir. It is a most amaz- 
ing statement of how you have affected the employees under this con- 
stant change of mind which has resulted in these various rulings. 

I can assure you as chairman, and I believe I can speak for most 
of the committee, if not all, that we shall take steps at the earliest pos- 
sible moment to give you relief from this state of confusion. The 
amazing part of this problem is that even though they have a court 
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decision, they arrogantly claim they will not obey that decision. That 
is terrible. 

Mr. Puevan. It is that situation that has been disturbing us and we 
feel we should present our views here. 

The Cuarrman. Mr. Jenkins has some questions. 

Mr. Jenkins. How long has your insurance system been in effect? 

Mr. Puexan. It has been in effect for 40 years, Mr. Jenkins, since 
1915. 

Mr. Jenkins. You antedated social security by about 25 years. 

Mr. Puevan. That is right. 

Mr. Jenkins. Let me ask you this: Is your organization subject to 
being audited by some State or other agency ? 

Mr. Pue.tan. Our business is regulated, of course, insofar as the 
business within the State of Mic higan by the Michigan Public Service 
Commission. Our long-distance business, our interstate business, is, of 
course, subject to the jurisdiction of the Federal Communications Com- 
Par 

Mr. Jenkins. And there has never been any question as to the 
wee ‘of your funds from which these insurance or medical pre- 
miums are paid? 

Mr. Pueran. No. I think I can say we are in a very fine position 
insofar as the solvency of our pension funds are concerned and also 
as to our ability to pay these benefits. 

Mr. Jenxrns. In the examination that the Public Service Commis- 
sion gives you, they wouldn’t touch your insurance, or would they ? 

Mr. Puean. This particular phase that I am talking about, namely, 
disability and death benefits, has had very little discussion in our 
appearances before ratemaking bodies. There have been a number 
of discussions of our pension plan and the ratemaking bodies have 
gone into more detail on that subject than they have on this one. 

Mr. Jenkins. And they have all ratified in effect your program? 

Mr. Puewan. I don’t think there has ever been any feeling on any- 
body’s part that there is any insolvency on our part. In general, I 
would say that the regulatory people have felt that our plans are good, 
forward-looking benefit plans. 

Mr. Jenkins. And you cover every employee, do you? 

Mr. Pueian. We cover every employee from a boy that has just 
joined the business, who after 2 years’ service become eligible for 
these benefits, right up to the officers of the companies. 

Mr. Jenxrns. You take care of them in sickness and accidents and 
then you take care of them in death. 

The Cuarrman, Mr. Dingell. 

Mr. Dincevx. Following the line of my friend from Ohio, the fact 
is that the regulatory bodies of the States do keep an eye on the 
welfare plans “whether it pertains to death benefits or pensions, do 
they not? 

Mr. Puetan. That is correct, Mr. Dingell. 

Mr. Drneetx. I know from experience that they do, not have to 
delve into them too closely, because they are solvent. They have a 
record and reputation of soundness. They do not delve into them but 
they are all taken into account and a rather scrutinizing eye is kept 
on them at all times? 

Mr. Puewan. That is correct, Mr. Dingell. 

Mr. Dincetu. I just wanted the record to show that. 
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From your statement, I deduce that this is simply a matter of unfair 
discrimination that you are pleading to correct as between companies 
and concerns, perhaps even telephone companies, small ones or indi- 
vidual ones, who have in effect a private insurance plan, that is, 
through an insurance company, and as it relates to the Bell System 
plan. I mean there is a discrimination in that the benefits of the Bell 
System plan are subject by ruling of the internal revenue service to a 
tax—they are classed as income— and in the other companies, coming 
from private insurance companies with annual lump-sum premium 
payments, their employees as beneficiaries are free of any such tax 
by an executive ruling. What you are pleading for here, as I under- 
stand it, primarily and ewe ips solely, is to eliminate the distinction 
because it discriminates against your people; is that correct ? 

Mr. Pretan. You have re: ally hit upon the most important point 
in my testimony, Mr. Dingell, and have said it very well. It really 
boils down to this: That our employees because of the nature of our 
plan and because of the fact it has been in effect so long before many 
of these insurance policies came along, have to pay a tax. 

Mr. Dince.u. In fact, I was subject to them at one time. 

Mr. Purvan. I realize that you were. 

Mr. Dincein. And it was kind of a comfortable blanket to have in 

ise you had to fall back on it. That was before social security. 

Mr. Pueian. On the other hand, as you pointed out, employees of 
other concerns who happen to get their ad ments through an insurance 
company rather than direutly are exempt from the tax. That is the 
important issue. 

Mr. Dince.u. The thing, of course, that aggravates me very much 
s this practice of making rulings periodicaily. I presume there iS 


sonalder ible justification for it because these men uptown are not just 
le 


+ 
t 


usybodies that do not have anything to do, They are really pretty 
Lusy men, holding down big jobs for very little money. It does sort 
of rile some of us on the committ ee, over L period of years ona given 
thing they have been charged with 1 ditding, handling, and improving, 
to find that in 1945 you have this sort of ruling, in 1947 you have a 
reversed ruling, and in 1953 you have an entirely different ruling, so 
with the assurance of the patrons together with what little I can 
say as the ranking member on this side, I am sure we will take cog- 
nizance of the problem and do everything we can to straighten it out 
and simplify it. It will be welcomed | y everybody concerned, you 
people who are here presenting your case, by the employees who are the 
beneficiaries, and by the executives downtown. After all, it is the 
business and the power of the committee here to see that this thing is 
permanently corrected, and I join with my distinguished chairman, 
Mr. Reed, in assuring you we will do everything we can to straighten 
this situation out. 

The Cuamman. Mr. Knox will inquire. 

Mr. Knox. I would like to compliment Mr. Phelan on his broad 
views in his statement in behalf of the Bell employees. I assure you, 
Mr, Phelan, of my support for this proposition which you have put 
before the comn Hee 

Mr. Chairman, I should like to haye you and the staff explore the 
possibility of placing this request in the bobtail bill which we will have 
before us im this next week or so. It should be explo red to see if there 
are possible chances of putting it in. 
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The CuarrmMan. I assure you that will be done. 

Mr. Dryce.i. It goes without saying, Mr. Chairman, I want to 
compliment the gentleman also. 

The Cuamman,. Mr. Curtis. 

Mr. Curtis of Nebraska. Mr. Phelan, you have given us a very good 
statement and I think your company has been very generous in many 

respects in reference to these programs. I am ‘somewhat. familiar 
with a program such as this paid by the Northwestern Telephone Co. 
I am going to ask you a few questions in no sense critical, merely to 
deve lop the situation taxwise. 

Referring to the disability benefits, the first subject that you dis- 
cussed, did the employees contribute to the fund from which these pay- 
ments are made? 

Mr. Puetan. No, our plan since its inception 40 years ago has 
always been a noncontributory plan. I might say this, in case ‘this is 
the point you are thinking of : That in the case of many employees who 
receive their payments through insurance companies through policies 
taken out by their employers, they likewise make no contribution in 
many instances. 

Mr. Curtis of Nebraska. And that is true generally of all of the 
Bell System ¢ 

Mr. Puean. All of the Bell System plans are noncontributory. 

Mr. Curtis of Nebraska. And these peyments are paid out of cur- 
rent operating income of the company ! 

Mr. Pueran. The particular payments that I have referred to in 
my statement here this morning are paid out of operating income of 
the company ; that is right. 

Mr. Curtis of Nebraska. And have you ever had any tax difficulties 


with the treatment, so far as the corporation is concerned, that these 
are a business deduction ? 

Mr. Puetan. No; we had _ no problems in that respect that I am 
familiar with, Mr. Curtis. Forty years is a long time and I may not 
know all the story on that, but I know of none. 

Mr. Curtis of Nebraska. The company pays these because you feel 


that it is good business, that it brings a oyee loyalty, and that you 
get work and more service from people even though they never 
become sick or disabled, knowing ebsagh their friends who were dis- 
abled were fairly treated by the company, which causes them to add 
something to their daily work and, therefore, you can justify to your 
stockholders the paying of this? 

Mr. PHELAN. You have expressed that very splendidly, Mr. Curtis. 
We feel that by virtue of this kind of a plan we attract more capable 
employees and that we keep our employees longer; in other words 
that we reduce our Jabor turnover. I happened to see a couple of 
figures the other day that are of interest in that connection and that 
is that the average woman in the telephone business has twice the 
length of service ‘that women generally do in outside industry and 
our average man has 3 times the length of service as the average 
in outside industry. 

I feel that our benefit plan is one of the reasons for low labor turn- 
over and for our ability to_attract good people in the first place. 

Mr. Curtis of Nebraska. For a ere to succeed they must 
have loyalty of employees because the employees effect the public’s 
reaction. The attitude of the employees has a great effect on the 
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public in their reaction toward the company. It is an investment 
in those qualities of service that distinguish good service and diligent 
service from a worker merely watching the clock to see when he 
can get away, as well as in the peace of mind and freedom from distress 
which might bother employees if they were disabled. 

Mr. Puexan. That is correct. Without good people we couldn’t 
give good service. 

Mr. Curtis of Nebraska. You pay this not because you have to. 

Mr. Purian. No; the establishment of this plan was purely volun- 
tary when it was put in 40 years ago. 

Mr. Curtis of Nebraska. You do not pay these benefits in excess 
of workmen’s compensation because the law says you must? 

Mr. Pueian. We do it because we think it is good business. 

Mr. Curtis of Nebraska. And you do not pay them because of any 
contractual right of the employee? 

Mr. Puexan. No. Our benefit plan was established long before 
collective bargaining as we know it today began. On the matter of 
contractual right, I would like to make this comment, to make sure 
that this point is understood. In a number of the collective-bargain- 
ing contracts that the company has with the union, we agree not to 
diminish the benefits under this plan during the life of the contract, 
so reference is made to the plan in some of the contracts along that 
line. 

Mr. Curtis of Nebraska. The sickness benefits as well as the benefits 
paid by reason of accident on the job are not wages, are they ? 

Mr. Puevan. No, we definitely do not regard them as being wages. 
They are part of our general working conditions. 

Mr. Currts of Nebraska. T hey are a gratuity ¢ 

Mr. Puexan. I have never regarded them as exactly that. I would 
put it this way: That they are a payment that we make that we think 
attracts people to our business and, as I mentioned before, reduces 
labor turnover and improves our ability to give good telephone service. 

Mr. Curtis of Nebrask: 2 ae they were wages, , then they would have 
to be treated as other wages! ? 

Mr. Puetan. They are definitely not wages. As a matter of fact, 
for social-security-tax purposes, it is definitely stated by law they are 
not to be considered as wages. 

Mr. Curris of Nebraska. In reference to the benefits that you pay 
to those injured on the job there is no employee contribution there / 

Mr. Puevan, There is not, that is correct. 

Mr. Curtis of Nebraska. How about the treatment of the death 
benefits ? 

Mr. Puexian. No employee contributes there either. 

Mr. Curtis of Nebraska. And both of those are paid for the same 
reason you pay the sickness benefit, that you get more in return for 
your employees? 

Mr. Puetan. The same principles apply in all three areas of our 
benefits plans. 

Mr. Curtis of Nebraska. In other words, good management in be- 
half of the stockholders in the long run will show more profit by using 
these things to have better employees and to get better service from 
those employees ? 

Mr. Puexan. Yes, and be able to provide better telephone service: 
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Mr. Curtis of Nebraska. So far as you know, there is no difference 
in the tax treatment to the company of your direct plan from the 
company that buys commercial insurance ? 

Mr. Purian. So far as I know there is none, Mr. Curtis. 

Mr. Curtis of Nebraska. That is all. 

The Cuatrman. Mr. Sadlak. 

Mr. Sapiak. Mr. Phelan, in the States in which you operate which 
have a State income tax, how do they interpret the payments? Do 
they interpret them as the Federal Government has now, as income, or 
don’t they pay any attention to it? 

Mr. Puenan. IT happen to come from a State, Mr. Sadlak, where we 
have no personal income tax and, therefore, I do not feel competent 
to answer that question in the form of a general answer. I will be 
glad to get the answer to that question, however, and provide it to 
your committee. 

Mr. Sapiax. The reason I asked the question merely was because 
I come from Connecticut and we also do not have State income tax 
and I was wondering how it was interpreted in those States which do 
have a State income tax. 

Mr. Pueran. I would have to check on that point, since I am equally 
fortunate as you coming from a State that has no State income tax. 

(The information referred to follows :) 


INFORMATION FOR THE RecoRD—ITEm. 13 

During the hearing July 14, 1953, Congressman Antoni N. Sadlack inquired 
of Mr. Clifton W. Phalen, president, Michigan Bell Telephone Co., concerning 
income-tax treatment under the various State laws of benefits paid under the 
Bell System plan to employees, or their beneficiaries, for disability or death. 
rhe information requested is as follows: 

Twenty-nine States and the District of Columbia have personal income-tax 
laws. In practice the tax treatment of the beneiits paid under the Bell System 
plan to employees or their beneficiaries appear to be as follows: 

Sickness-disability.—Five do not tax these benefits and the remainder do. 

Sickness-death.—Nineteen do not tax these benefits. Three exempt the first 
$5,000. The remainder tax the full amount. 

iccident-disability and accident-death.—None tax these benefits. 

Mr. Sapiak. I would be glad to have it. 

Can you estimate the amount of the Federal revenue that comes 
to the Federal Government by virtue of this taxation ? 

Mr. Pueitan. No; I cannot estimate that, Mr. Sadlak. 

I can only approach the answer to that question by saying that in 
the Bell System for the kinds of benefits I have been talking about 
here this morning, namely, sickness-death benefits, accident-disability, 
and death benefits, we paid out last year about $49 million to our 
employees for these benefits. However, I would have no way of know- 
ing what the total tax payments to the Federal Government would be. 

Mr. Saptax. Does the Bell System cover the entire United States? 

Mr. Puetan. Yes, and as I mentioned, there are 700,000 employees 
involved. 

The Cuamman. Mr. Curtis of Missouri will inquire. 

Mr. Curtis of Missouri. I want to clarify something in my own 
mind in view of these other questions. My understanding is that the 
case that you are presenting is that the self-insurers should be in the 
same eategory as those who provide for their programs through com- 
mercial insurance companies, rather than these collateral questions 
of whether a plan is contributory or noncontributory, or whether these 
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fringe benefits are to be regarded as wages or not. You do not com- 
ment on the latter two questions. 

Mr. Puetan. Your first statement was really the fundamental 
statement and that is that our people who get their payments aonny 
from us and who have gotten them that way for very many yea 
should receive the same tax treatment as those folks who happen ~ 
get their payments through an insurance policy paid by their 
employers. 

Mr. Curtis of Missouri. We are familiar, of course, in State laws 
and other laws with the recognition of a company or association that 
wants to be a self-insurer for a particular purpose. There are certain 
standards for a self-insurer; certainly we shouldn’t be barring the 
door or discriminating in any way if the company or association 
meets these standards for being a self-insurer. 

The CuarrMan. Are there any more questions? 

We thank you, sir, for your very, very fine statement. It will be 
very helpful to us. 

Mr. Pueran. Thank you very much. 

The Cyaan. At this point I ask unanimous consent that the fol- 
lowing statements be filed in the record in lieu of appearance on topic 
13. 

The Edison Electric Institute, the American Bar Association, the 
American Gas Association, the Commerce and Industry Association, 
the Independent Natural Gas Association of America, the Western 
Union Telegraph Co., and Mr. Ellsworth C. Alvord. 

There is no objection apparently. 

(The statements referred to follow :) 


STATEMENT From SpecraLt Tax PoLticy COMMITTEE, Ep1son ELectric INSTITUTE, 
CHARLES E. OAKES, CHAIRMAN, NEW York, N. Y., RE Topic No. 13 


(1) PAYMENTS MADE TO BENEFICIARIES OF EMPLOYEES WHERE NO CONTRACT IS 
INVOLVED 


This statement is filed by the Edison Electric Institute on behalf of the elec- 
trie utility industry of the United States. 

Section 22 (b) (1) of the Internal Revenue Code should be amended by 
adding a new subparagraph (C) and changing wording in the section in order 
to reflect properly the addition of such subparagraph (C). Section 22 (b) (1) 
as amended should then read as follows (changes and additions are italicized) : 

“Sec. 22. Gross INCOME— 

* - . * * * * 


(b) EXxcLUSIONS FROM GROSS INCOME.—The following items shall not be included 
in gross income and shall be exempt from taxation under this chapter 
(1) LIFE INSURANCE, ETC.—Amounts received— 
“(A) Under a life-insurance contract, paid by reason of the death of the 
insured; or 
“(B) Under a contract of an employer providing for the payment of such 
amounts to the beneficiaries of an employee, paid by reason of the death of 
the employee; or 
“(C) From an employer where paid to the widow or dependents of a 
deceased employee ; 
Whether in a single sum or otherwise (but if such amounts are held by the 
insurer, or the employer, under an agreement to pay interest thereon, the inter- 
est payments shall be included in gross income). The aggregate of the amounts 
excludible under subparagraphs (B) and (C) by all the beneficiaries of the 
employee under all such contracts and payments of any one employer may not 
exceed $5,000.” 
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The section 22 (b (1) as amended will then provide that payments, not in ex- 
cess of $5,000, from any employer to a widow or dependent of a deceased 


employee shall be excluded from taxable income of the recipient. As the law is 
presently construed by the Commissioner of Internal Revenue, this exclusion is 
now allowed only to employees of businesses who have contracts with their 
employees to the effect that this payment will be paid to them at the death of 
the employee. 

Some utility companies are desirous of contributing an amount to the widows 
and dependents of their employees to ease the shock, hardship, and financial 
burden inevitably associated with the death of a wage earner of a family group. 
However, they do not wish to be bound to the payment of a fixed sum regardless 
of the needs of the widows and dependents, but wish to have the amount of the 
payment regulated by the requirements of the recipients in each specific case. 
These payments have all of the characteristics of a death or insurance payment; 
however, under section 22 (b) of the Internal Revenue Code, such payments 
are taxable to the recipient, unless the payment is made pursuant to a firm con- 
tract as stated above. 

The needs of the widows and dependents of wage earners who die are the same 
regardless of whether the employer is bound by contract to make a payment, and 
it is manifestly inequitable to consider these payments as taxable income to the 
widows and dependents in some cases and to treat such amounts as nontaxable 
to Widows and dependents in other substantially identical situations, 

SICKNESS AND DISABILITY BENEFITS 


Most utilities provide sick and disability pay for their employees. In some 
instances the sick pay is provided through accident or health insurance, with 
benefits paid to the employees and premiums paid by the employers. There has 
been no question as to the taxability of such benefits to the employees and under 
section 22 (b) (5) of the Internal Revenue Code, these amounts are excluded 
from gross income subject to tax. 

Other utilities pay sick benefits directly to their employees, without using 
an insurance company as an intermediary. In such cases, the benefits received 
by the employees have been held to be taxable by the Bureau of Internal Revenue 
and the employer is obliged to withhold income tax on the sick pay as wages. 

In the recent case of Epmeier v. United States (199 F. 2d 508; 7 C. C. A. 1952), 
the Court held that payments made directly to an employee during his absence 
from work because of sickness were equivalent to alnounts received from health 
insurance as compensation for sickness, and as such were exempt from tax under 
section 22 (b) (5). The commissioner stated that in the absence of further 
clarification from Congress, the Bureau of Internal Revenue does not agree with 
the Epmeier decision and does not believe that the exclusion under the statute 
should be extended by administrative action to amounts received by employees 
as sick leave where such amounts are based in whole or in part on their regular 
wages, on which their fellow employees who are at work are taxable. 

In a growing number of States that now include California, Rhode Island, New 
Jersey, and New York, the legislatures have enacted disability benefits laws. 
Generally, these laws provide for the payment of weekly benefits in lieu of 
wages during periods of disability caused by nonoccupational injury or sickness. 
In New Jersey, the disability benefits law is part of the unemployment compensa- 
tion law; in New York, the disability benefits law is part of the workmen’s com- 
pensation law. Both of these laws give to the employer the option of providing 
for the payment of benefits to his employees in any 1 or more of 3 ways: (1) In- 
suring with the State insurance fund, (2) insuring with an authorized private 
carrier, or (3) self-insurance. 

The Bureau of Internal Revenue holds that benefits paid through the State 
fund or through a private carrier are not taxable income. Likewise, the Bureau 
in I. T. 4000, 4015, and 4060, issued in 1950 and 1951, first held that benefits 
received under a self-insured plan as part of a State disability law were non- 
taxable. In 1952, however, the Bureau in I. T. 4107 reversed its position and 
now holds that such payments under a self-insured plan may be taxable income 
to the beneficiaries, 

In addition, some employers have received private rulings from the Bureau 
holding that benefits received under their self-insured sick benefit plans were 
nontaxable. Although the Bureau has been requested by these employers to 
inform them if their plans fall within the general policy laid down in I. T. 4107, 
the Bureau has not done so. 
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The results of all these cross currents in the field of sickness and disability 
benefits are confusion and inequity. Many employers, on the basis of FE. T. 4107, 
are withholding income tax on sick pay as wages where these payments are 
made under self-insured plans. In other instances, where private rulings had 
been issued the employer is not withholding. Likewise, the employees under 
these self-insured plans are confused and uncertain as to the tax status of their 
sick payments. 

As matters now stand, employees receiving benefits under sick pay plans or 
State disability laws are in an equivocal position. And as among the employees 
of different employers there is inequality of tax treatment with respect to sick 
payments. If the employer provides for the sick pay through an insurance com 
pany, his employees do not receive taxable income. If the employer provides 
the same payments through a self-insured plan, the employee may be taxable, 
although in some cases the employees do not believe themselves to be liable for 
tax on these payments. To add to the inequity, the employer with a self-insured 
plan can render sick payments nontaxable by transferring his plan to a State 
fund or an insurance company. This inequity is compounded in States which do 
not have disability benefit laws. It is further aggravated where union contracts 
with employees call for disability benefit payments under specific plans. In some 
instances these benefits are taxable to the employee and in others may be non 
taxable. The difficulties which these confusions add to employer-employee nego 
tiations are obvious. 

Because of the facts set forth above, it is strongly urged that Congress clarify 
this situation through legislation. Specifically, the Internal Revenue Code 
should be amended to make clear the intent of Congress as to what should be 
included in “amounts received, through accident or health insurance or under 
workman’s compensation acts, as compensation for personal injuries or sickness,’ 
which under section 22 (b) (5) are excluded from gross income. 





STATEMENT ON BEHALF OF THE AMERICAN BAR ASSOCIATION ny THOMAS N 
TARLEAU, CHAIRMAN, SECTION OF TAXATION, RE Topic 13, EMPLOYEE DEATH 
AND DISABILITY BENEFITS 


Inasmuch as a representative of the American Bar Association will not appear 
in person on the above topic it is requested that this statement be received 
and filed. 

Several States have enacted legislation providing for disability benefit programs 
and requiring contributions by both employers and employees to such funds. In 
some States provision is also made that, under certain conditions, contributions 
may be made under approved private disability plans in lieu of contributions to 
the State fund. In such cases payments by the employer and employee are in no 
sense voluntary, insofar as they do not exceed the amounts required to be paid 
to the State fund in the absence of an approved private disability benefit plan. 
In California, New Jersey, and Rhode Island (and possibly other States) the 
State courts have held that payments required to be made to the State fund are 
taxes, and the Bureau has ruled that the full amount of the contributions to 
such fund by both employers and employees are deductible as taxes. On the 
other hand, the Bureau has ruled that the full amount of the contributions made 
by employees to approved private plans in California and New Jersey constitute 
personal expenses which are not deductible for income-tax purposes. Since there 
seems to be no valid reason why there should be a discrimination in favor of the 
State fund in such cases, section 133 removes such discrimination by providing 
that contributions made under approved private disability plans shall be deduct 
ible in the same manner and to the same extent and amount as the payments 
which would be required to be made to the State fund in the absence of such 
approved private disability benefit plan. 

A provision to make this recommendtion effective was contained in the Reed 
Camp bill, as follows: 

“Sec. 133. DepUCTION OF CONTRIBUTIONS UNDER DIsApILiry BENEFIT PLANS. 
Section 23 (c) (relating to deductions for taxes) is hereby amended by adding 
at the end thereof a new paragraph reading as follows: 

““*(4) CONTRIBUTIONS UNDER DISABILITY BENEFIT PLANS.—If under the laws 
of any State, contributions are required to be made either under a private 
disability benefit plan or other like plan or into a State disability benefit 
fund or other like fund, any amount paid or accrued under such private plan 
in accordance with the laws of such State shall be allowed as a deduction to 
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the extent that it does not exceed the amount which would be required to be 
paid into or accrued for such State fund in the absence of such private plan 
and which would be allowable as a deduction if paid into or accrued for such 
State fund.’”’ 


STATEMENT OF AMERICAN GAS ASSOCIATION, New YorkK 17, N. Y., Re Topic 13, 
EMPLOYEE DEATH AND DISABILITY BENEFITS 


(1) PAYMENTS MADE TO BENEFICIARIES OF EMPLOYEES WHERE NO CONTRACT IS 
INVOLVED 


Section 22 (b) (1) of the Internal Revenue Code should be amended by adding 
a new subparagraph (C) so that the section would then read as follows (changes 
and additions are italicized) : 

“Sec. 22. Gross INcomME.— 

* * * * . > . 

“(b) EXCLUSIONS FROM GROSS INCOME.—The following items shall not be in- 
cluded in gross income and shall be exempt from taxation under this chapter: 

“(1) LIFE INSURANCE, ETC.—Amounts received— 

“(A) under a life insurance contract, paid by reason of the death of the 
insured; or 
“(B) under a contract of an employer providing for the payment of such 
amounts to the beneficiaries of an employee, paid by reason of the death of 
the employee; or 
“(C) fréem an employer where paid to the widow or dependents of a de- 
ceased cmployee ;” 
whether in a single sum or otherwise (but if such amounts are held by the insurer 
or the employer, under an agreement to pay interest thereon, the interest pay- 
ments shall be included in gross income). The aggregate of the amounts ex- 
cludible under subparagraphs (B) and (C) by all the beneficiaries of the em- 
ployee under all such contracts and payments of any one employer may not 
exceed $5,000.” 

Section 22 (b) (1) will then provide that payments, not in excess of $5,000, 
from any employer to a widow or dependents of a deceased employee shall be 
excluded from taxable income of the recipient. As the law is presently con- 
strued by the Commissioner of Internal Revenue, this exclusion is now allowed 
only with respect to payments to employees by employers who have death-benefit 
contracts with their employees. 

Some gas companies are desirous of contributing an amount to the widows 
and dependents of their employees to ease the shock, hardship, and financial 
burden inevitably associated with the death of a wage earner of a family group. 
However, they do not wish to be bound to the payment of a fixed sum regardless 
of the needs of the widows and dependents, but wish to have the amount of 
the payment depend on the needs of the beneficiaries in each specific case. These 
payments have all the characteristics of a death or insurance payment; how- 
ever, under section 22 (b) of the Internal Revenue Code, such payments are 
taxable to the beneficiary unless the payment is made pursuant to a firm con- 
tract as stated above. 

The needs of the widows and dependents of wage earners who die are the 
same regardless of whether or not the employer is bound by contract to make a 
death-benefit payment, and it is manifestly inequitable to consider these pay- 
ments as taxable income to the widows and dependents in some cases and to 
treat such amounts as nontaxable to widows and dependens in other substantially 
identical situations. 


(2) SICKNESS AND DISABILITY BENEFITS 


Most gas companies provide sick and disability pay for their employees. In 
some instances the sick pay is provided through accident or health insurance, 
with benefits paid to the employees and premiums paid by the employers. There 
has been no question as to the taxability of such benefits to the employees and 
under section 22 (b) (5) of the Internal Revenue Code, these amounts are 
excluded from gross income subject to tax. 

Other companies provided for sick benefits directly to their employees, without 
using an insurance company as an intermediary. In such cases, the benefits 
paid to employees have been held to be taxable by the Bureau of Internal Revenue 
and the employer is obliged to withhold income tax on the sick pay. 
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In the recent case of Epmeier v. United States (199 F. 2d 508, 1952) the Court 
of Appeals for the Seventh Circuit held that payments made directly to an em- 
ployee because of sickness were equivalent to amounts received from health 
insurance as compensation for sickness, and as such were excluded from income 
under section 22 (b) (5). The Bureau of Internal Revenue is not following the 
Epmeier decision and does not believe that the exclusion under the statute should 
apply to amounts received by employees as sick or disability benefits where such 
amounts are based in whole or in part on their regular wages. 

In a growing number of States that now include California, Rhode Island, New 
Jersey, and New York, the legislatures have enacted disability benefit laws. 
Generally, these laws provide for the payment of weekly benefits in lieu of 
wages during periods of disability caused by nonoccupational injury or sickness. 
In New Jersey, the disability-benefits law is part of the unemployment-com- 
pensation law; in New York, the disability-benefits law is part of the work- 
men’s-compensation law. Both of these laws give to the employer the option 
of providing for the payment of benefits to his employees in any 1 or more of 3 
ways: (1) Insuring with the State insurance fund; (2) insuring with an au- 
thorized private carrier; or (3) self-insurance. 

The Bureau of Internal Revenue holds that benefits paid through a State fund 
or through a private carrier are not taxable income. The Bureau in I. T. 4000, 
4015, and 4060, issued in 1950 and 1951, first held that benefits received under a 
self-insured plan as part of a State disability law were nontaxable. In 1952, 
however, the Bureau in I. T. 4107 reversed its position and now holds that such 
payments under a self-insured plan may be taxable income to the beneficiaries. 

In addition, some employers had received rulings from the Bureau prior to 
the issuance of I. T. 4107 hoiding that benefits received under their self-insured 
sick-benefit plans were nontaxable. Although the Bureau has been requested 
by some employers to inform them if their plans fall within the general policy 
laid down in I. T. 4107, the Bureau has not done so. 

The results of these cross currents in the field of sickness and disability bene- 
fits are confusion and inequity. Some employers, on the basis of I. T. 4107, are 
withholding income tax on sick pay as wages where these payments are made 
under self-insured plans. In other instances, where individual rulings had been 
issued the employer is not withholding. Likewise, the employees under these 
self-insured plans are confused and uncertain as to the tax status of their sick 
payments. 

As matters now stand, employees receiving benefits under sick-pay plans or 
State disability laws are in an equivocal position, and as between the employees 
of different employers there in inequality of tax treatment with respect to sick 
payments. If the employer provides for the sick pay through an insurance 
company, his employees do not receive taxable income. If the employer provides 
the same payments through a self-insured plan, the employee may be taxable. 
We believe that the result should be the same whether the payment is made 
through a State fund or private carrier or under a self-insured plan. 

It is therefore strongly urged that Congress clarify this situation through 
legislation. Specifically, the Internal Revenue Code should be amended to make 
clear the intent of Congress as to what should be included in “* * * amounts 
received, through accident or health insurance or under workmen’s compensation 
acts, as compensattion for personal injuries or sickuess * * *,” which under 
section 22 (b) (5) are excluded from gross income. 





COMMERCE AND INDUSTRY ASSOCIATION OF NEw YorK, INC., 
New York 7, N. Y., June 28, 1953. 
Topic No, 18, Employee Death and Disability Benefits. 


Hon. DAntet A. REED, 
Chairman, Committee on Ways and Means, 
Room 1102, New House Office Building, Washington, D. C. 

DEAR CONGRESSMAN REED: Commerce and Industry Association of New York, 
Inc., wishes the following recommendations to be inserted into the record of the 
hearings of the Ways and Means Committee pertaining to the revision of the 
code: 

1, Exclusion of payments not made by reason of contracts.—Section 22 (b) (1) 
(B) of the code permits beneficiaries of deceased employees to exclude from 
income, up to a maximum of $5,000, “amounts received under a contract of an 
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employer providing for the payment of such amounts to the beneficiaries of an 
employee, paid by reason of the death of the employee.” 

Kmployers frequently make these type of payments to the widows or bene- 
ficiaries of deceased employees even though not obligated so to do by reason 
of contracts with their employees. 

To the end that all such payments be treated alike, it is recommended that the 
exclusion, subject to the $5,000 limitation, be liberalized to include payments 
made even though they are not made pursuant to a contract with the employer. 

2, Protection against fatalities among small businesses attributable to death of 
partners, sole proprietors, and stockholders in closely held corporations.—One 
of the most serious problems of small busniess is the difficulty of providing funds 
for the liquidation of the interest of an estate of a deceased partner or of the 
estate of a stockholder in a closely held corporation. A practical way in which 
provision for such emergencies can be made is by purchasing business life insur- 
ance. However, since premiums for such life insurance are not a deductible 
expense, most small-business men cannot afford to purchase this protection. 
The fatalities among small businesses are attributable to a great degree to the 
lack of adequate insurance protection. 

it is recommended that a tax deduction should be permitted for business life- 
insurance premiums up to a maximum of $5,000 per annum for both partnerships 
and closely held corporations. The proceeds received by the partnership or the 
corporation upon death should be taxable at capital-gain rates. 

The worthy purpose to be accomplished by this proposal should not be defeated 
because of the incidental problems that arise. If deduction is not allowed for 
the entire premium, and is restricted only to the portion of the premium that is 
in excess of cash surrender value, such cash surrender value should serve to 
reduce future capital gain upon collection of the insurance proceeds. In order 
not to discriminate against individual proprietorships deduction should also be 
allowed by them, possibly up to a lower maximum amount. The meaning of 
“elosely held corporations” can be covered by a definition appropriate for this 
purpose. 

Sincerely yours, 
THOMAS JEFFERSON MILEY, 
BHerecutive Vice President. 


STATEMENT OF INDEPENDENT NATURAL GAS ASSOCIATION OF AMERICA, WASHINGTON, 
Db. C., RE Topic 13, EMPLOYEE DratTH AND DISABILITY BENEFITS 


PAYMENTS MADE TO BENEFICIARIES OF EMPLOYEES WHERE NO CONTRACT I8 INVOLVED 


Section 22 (b) (1) of the Internal Revenue Code should be amended by adding 
a new subparagraph (C) and changing wording in the section in order to reflect 
properly the addition of such subparagraph (C). Section 22 (b) (1) as amended 
should then read as follows (changes and additions are italicized) : 

“Sec. 22. Gross INCOME.— 

a * » * * cs * 

“(b) EXCLUSIONS FROM GROSS INCOME.—The following items shall not be in- 
cluded in gross income and shall be exempt from taxation under this chapter: 

“(1) LIFE INSURANCE, ETC Amounts received 

(A) under a life insurance centract, paid by reason of the death of the 
insured; or 
‘(B) tinder a eontract of an employer providing for the pavment of such 
amounts to the beneficiaries of an employee, paid by reason of the death of 
the employee: or 
“(C) from an employer where paid to the widow or dependents of a de- 
ceased employee: 
whether in a single sum or otherwise (but if such amounts are held by the in- 
surer, or the employer, under an agreement to pay interest thereon, the interest 
payments shall be ineluded in gross income). The aggregate of the amounts 
exelndible under subparagraph (B)- and (() by-all the -heneficiaries of the 
émplovee under all-such contracts and payments of any one employer may not ex- 
ceed $5,000.” 

The section 22 (b) (1) a® amended will then provide that payménts, not in 
excess of $5,000, from any empléver to a widow or dependents. of a deceased em- 
ployee ‘shalt be excluded from ‘taxable-income of the recipient. .As the law is 
presently construed, this exclusion is now allowed only to employees of businesses 
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who have contracts with their employees to the effect that this payment will be 
paid to them on the death of the employee. 

Many companies are desirous of contributing an amount to the widows and 
dependents of their employees to ease the shock, hardship, and financial burden 
inevitably associated with the death of a wage earner of a family group. How- 
ever, they do not wish to be bound to the payment of a fixed sum regardless of the 
needs of the widows and dependents, but wish to have the amount of the pay- 
ment regulated by the requirement of the recipients in each specific case. These 
payments have all of the characteristics of a death or insurance payment; how- 
ever, under section 22 (b) of the Internal Revenue Code, such payments are tax- 
able to the recipient, unless the payment is made pursuant to a firm contract as 
stated above. 

The needs of the widows and dependents of wage earners who die are the same 
regardless of whether or not the employer is bound by contract to make a pay- 
ment, and it is manifestly inequitable to consider these payments as taxable in- 
come to the widows and dependents in some cases and to treat such amounts as 
nontaxable to widows and dependents in other substantially identical situations. 


STATEMENT BY ELLSWORTH C, ALVORD, WASHINGTON, D. C., Re Toric 13, EMPLOYEE 
DEATH AND DISABILITY BENEFITS 


DEDUCTION OF ESTATE TAX FROM INSTALLMENT PAYMENTS TO SURVIVORS UNDER 
PENSION PLANS 


Where the value of installment payments to the beneficiary of a deceased mem- 
ber of an employee-retirement plan is included in the decedent’s gross estate, the 
Bureau holds that the beneficiary is not entitled to deduct, under section 126 (c) 
of the Internal Revenue Code, the portion of the estate tax attributable to such 
installment payments. Such installments may be payable under a contract for 
a specified number of payments or under an annuity for life. If the installment 
payments are received under a joint and survivor’s annuity which takes a basis 
equal to its fair market value at the date of the decedent’s death under section 
113 (a) (5) of the Internal Revenue Code (as amended by section 303 of the 
Revenue Act of 1951), there is no need to allow the beneficiary a section 126 (c) 
deduction, but where section 113 (a) (5) is inapplicable, a section 126 (c) dedue- 
tion should be allowed. 

If a lump-sum payment is made to the beneficiary of a deceased member of a 
retirement plan, the Bureau has ruled that section 126 (c) applies. In principle, 
there should be no distinction between the treatment of lump-sum payments and 
installment payments which are not covered by section 113 (a) (5), since, in both 
ases, the value of the right to receive income is first subjected to estate tax and 
then the income is taxed as it is received. 

Recommendation: Allow a deduction under section 126 (c) of the Internal 
Revenue Code with respect both to installment payments and to lump-sum pay- 
ments to beneficiaries of deceased members of employee-retirement plans if such 
payments are not made under joint and survivors’ annuities described in section 
118 (a) (5). 

STATE TEMPORARY DISABILITY BENEFITS LAWS 


In the past few years, four States have enacted laws intended to secure tempo- 
rary-disability benefits for employees for sickness and accidents not covered by 
workmen’s compensation. The Rhode Island law provides only for disability 
benefits to be paid from a State fund financed by a tax on employees. In the 
other three States—New York, New Jersey, and California—temporary-disability 
benefits may be paid either from a State fund or under a private plan which 
complies with the State law. 

An approved private plan in any of these three States may be set up either in 
the form of a contract with an insurance company for the payment of employee 
disability benefits or on a self-insurance basis satisfactory to the State authori- 
ties. Employers electing to use a self-insurance plan are required either to 
post a bond.with the State, to deposit securities with the State, or to satisfy the 
State authorities that they are financially responsible for the disability-benefit 
obligations incurred under the law. In New Jersey this latter requirément may 
be met if the employer has qualified for exemption from insuring his workmen’s 
compensation liability. 
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Employees are now permitted, under section 22 (b) (5) of the Internal Rev- 
enue Code, to exclude from gross income all disability benefits received directly 
form the State funds and all disability benefits received under the State- 
approved private plans which are financed throuch insurance companies. Until 
recently the Bureau of Internal Revenue ruled that disability benefits received 
under the self-insured private plans were also excluded from gross income 
under section 22 (b) (5). (See I. T. 4000, 1950-1 C. B. 21 (New Jersey); I. T. 
4015, 1950-1 C. B. 23 (California) ; and I. T. 4069, 1951-2 C. B. 11 (New York).) 
However, on November 10, 1952, the Bureau issued I. T. 4107, revoking its earlier 
rulings insofar as they relate to self-insured private plans and holding, in 
effect, that henceforth employees shall be taxed on disability benefits received 
under the self-insured private plans. This latest ruling also requires employers 
to withhold tax from disability benc fits paid under such plans. 

As a result of this new ruling, employees in New York, New Jersey, and Cati- 
fornia are in the anomalous position of being taxed on their sickness and accident 
disability benefits if they work for an employer with a self-insured disability 
benefit plan, while they are not taxed if they work for an employer who uses 
the State fund or who finances disability benefits through a contract with an 
insurance company. Yet the benefits are paid in all cases under disability- 
bencfit plans set up to comply with State law. This is an unfair and needless 
discrimination in tax treatment. 

The present inconsistent treatment of disability benefits under section 22 (b) 
(5) will tend to force employers to participate in the State funds or to contract 
for disability-benefit payments through insurance companies in order to pro- 
tect their employees from unfair tax treatment, even thou,"h these alternatives 
may be less efficient and more expensive than self-insured benefit plans. 

In signing the New York disability benefits law in 1949, the Governor empha- 
sized that it encouraged the use of voluntary plans through private enterprise 
and provided the very minimum of Government interference. Unless section 22 
(b) (5) is corrected, it will, by interjecting an extraneous and unnecessary tax 
consideration into the picture, prevent New York, New Jersey, and California, 
and any other States which may enact similar disability benefit laws from 
minimizing Government interference and making full use of self-insured private 
disability benefits plans. 

Recommendation: Provide eqval tay treatment for all employees receiving 
benefits under State temporary disability laws, regardless of whether they are 
paid from State funds, paid under insurance contracts, or paid under self-insured 
private plans, by making the treatment of temporary disability benefits under 
section 22 (b) (5) of the Internal Revenue Code consistent with the present 
treatment of amounts received under workmen's compensation acts, which 
amounts are excluded from the employee’s gross income whether or not the 
employer is insured. 


STATEMENT BY J. L. Wiicox, Vick PRESIDENT IN CHARGE OF EMPLOYEE RELATIONS, 
THE WESTERN UNION TELEGRAPH Co., New York, N. Y., RE Topic 13, EMPLOYEE 
DISABILITY AND DEATH BENEFITS 


Inasmuch as a representative of the Western Union Telegraph Co. will not 
appear in person to testify on the above designated topic, it is requested that 
this statement be received and filed. 

The Federal income-tax treatment of benefits received by Western Union em- 
ployees when they are sick is not a direct concern of the Western Union Tele- 
graph Co. The Telegraph Co., therefore, has no personal interest in the presen- 
tation herein made. However, in view of the highly discriminatory treatment 
which has been accorded by the Treasury Department to benefits paid by the 
Telegraph Co. to its employees as contrasted with benefits paid by other employ- 
ers through commercial insurance, the Telegraph Co. is impelled to submit this 
statement on behalf of the 42,000 employees now carried on its payrolls. 

The Western Union Telegraph Co. was one of the pioneers in establishing 
employee welfare plans. The plan for employees’ pensions, disability benefits, 
and death benefits, adopted by the Western Union Telegraph Co. in 1912, became 
effective January 1, 1913. This plan, among other things, provides for sickness, 
death, and accident benefits. Payments of the benefits have always been made 
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directly by the Telegraph Co. and no contribution for the support of the plan 
has been exacted of Telegraph Co. employees. 


TAX TREATMENT OF SICKNESS BENEFITS 


The nature and purpose of the benefits for sickness disabilities under our plan 
have remained unchanged since the plan went into effect in 1913. All employees 
become eligible to receive these benefits after a term of employment of 2 years. 
Sickness is defined to include not only illness in the usual sense of the word but 
also accidental injury other than that arising in the course of employment, 
which is separately treated in the plan. The amount and duration of benefits 
depend on the employee’s rate of pay and length of time employed. Benefits 
begin on the 8th calendar day of absence. 

Since 1918 the Federal tax laws have expressly provided that amounts received 
through accident or health insurance as compensation for personal injuries or 
sickness are not subject to tax to employees. 

Notwithstanding the unchanged principles of the Western Union Telegraph 
Co.’s plan through the years and the unchanged Federal income-tax statutes, 
the Bureau of Internal Revenue has nevertheless issued from time to time a 
series of conflicting and contradictory rulings respecting the taxability of sick- 
ness benefits paid by the Telegraph Co. to its employees. It was initially held 
that such benefits were not subject to tax. After a period of 20 years that ruling 
was reversed; subsequently, the Bureau rescinded that reversal and reinstated 
its original opinion that sickness benefits were not taxable. In 1943 there 
occurred another reversal, and since that year sickness benefits paid by the 
Telegraph Co. have been held subject to tax. 

In short, there has been in the last 40 years a triplicate reversal of the original 
ruling respecting the taxable status of sickness benefits paid by the Telegraph 
Co., although the basic law has remained unchanged. We respectfully submit 
that the stabilizing influence of a congressional expression of intent is urgently 
required to calm and clarify these turbulent and muddy waters. 

Under the present theory of the Bureau, when companies obtain coverage for 
their employees for sickness benefits under commercial insurance policies, pay- 
ments under the policies are not taxable income to the employees. However, 
when employers, such as the Telegraph Co., provide the same type of protection 
for their employees through formal plans under which the companies make direct 
payments of sickness benefits to their employees, with the same motivation and 
objectives, the payments result in taxable income to the employees. 

On October 29, 1952, the Circuit Court of Appeals for the Seventh Circuit, in 
Epmeier v. United States (199 Fed. (2d) 508), held that the fact that the sick- 
ness benefits were made under a direct-payment plan rather than under a com- 
mercial policy of insurance was immaterial and that the amount received by an 
employee was not subject to income tax. For reasons which are quite incom- 
prehensible to us, the Bureau did not apply for certiorari permitting a review of 
that determination by the United States Supreme Court. 

In a press release, IR-047 (March 26, 1953) the Commissioner of Internal 
Revenue specifically referred to the decision in the Epmeier case and indicated 
that he did not intend to follow that decision in other cases of similar nature. 

It is particularly significant, in connection with our appeal to this committee, 
that the Commissioner, in refusing to following the decision in the Epmeier case, 
stated: 

“In the absence of further clarification from the Congress, the Bureau does 
not believe that the exclusion under the statute should be extended by adminis- 
trative action to amounts received by employees as sick leave where such amounts 
are based in whole or in part on their regular wages on which their fellow em- 
ployees who are at work are taxable.” [Italics added. ] 

Quite frankly, we have been totally at a loss in trying to explain to our 
employees the distinction which the Bureau makes. We are unable to justify a 
rationale which permits a tax advantage to the employees of a company which 
buys a commercial insurance policy to accomplish precisely what the Telegraph 
Co. has been doing for the past 40 years and which denies a similar tax advantage 
to employees receiving sickness benefits under the Telegraph Co.’s plan. 

The Telegraph Co., on behalf of its employees, therefore, respectfully suggests 
that section 22 (b) (5) of the Internal Revenue Code be amended to provide that 
sickness payments made under plans formally promulgated by employers should 
be excluded from taxable income. 
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STATEMENT OF AMERICAN FEDERATION OF LABOR RE Topic 13, EmpLtorvee DeatTH 
AND DISABILITY BENEFITS 


Employee death and disability benefits are usually not in amounts sufficient 
to warrant the conclusion that their exclusion from taxation involves abuse 
or substantial loss of tax revenue to the Government. 

For this reason, the American Federation of Labor is of the opinion that 
unless substantial and compelling reasons can be advanced for the enactment 
of amendments designed to remove inequities or prevent abuses, the present 
provisions governing employee death and disability benefits should be left 
unchanged. 


STATEMENT oF Los ANGELES CHAMBER OF COMMERCE, LOS ANGELES, CALIF., IN RE 
EMpepLOYEE DEATH AND DISABILITY BENEFITS 


That the discrimination against private disability plans be eliminated by 
making employee contributions to such a plan deductible by the employee on 
the same basis as employee contributions to State disability funds. 


TOPIC 14—3-PERCENT-ANNUITY RULE 


The CuatrmMan. We have a statement from the Honorable William 
Lantaff, of Florida, who wishes to file it under topic 14. Without 
objection it will be filed at this point in the record. 

(The statement referred to follows:) 

STATEMENT OF Hon. Brit. LANTAFF, A REPRESENTATIVE IN CoNGRESS FROM THE 
STATE OF FLORIDA 


Mr. Chairman, members of the committee, my interest in the legislation pend- 
ing before you is prompted by a series of letters which I have received from 
one of my constituents, Mr. H. H. Cool, of Miami, Fla., a retired post-office 
employee 

Mr. Cool purchased from the Equitable Life Assurance Society of New 
York a guaranteed refund annuity contract for which he has paid the total 
sum of $10,576.40. Under the contract, the company refunds to him or his 
heirs the whole amount over a period of about 17°4 years. If the assured 
dies prior to age 84, the balance of the amount paid in is paid to his heirs. 
If he lives beyond the age 84, he continnes to receive the sum of $50 a month. 

Therefore, no “profit” inures to the assured unless he lives longer than 84. 

Under the law, the Treasury Department now rules that 3 percent of the 
eost ($10,576.40) be reported each year as income. Therefore, Mr. Cool receives 
$600 a year on his policy and returns as income $317.29 of this amount. 

As he points out, this is his own money being refunded to him and he has 
urged me to implore this committee to exempt from taxes all annuities until 
the entire cost has been returned to the policyholder. As he also points out, 
unless and until he reaches the age of 84, there will be no return to him on 
the policy over and above his investment. 

The CratrmMan. The next witness, under topic 14, 3-percent an- 
nuity rule, is Mr. Robert L. Hogg, executive vice president and general 
counsel, American Life Convention, who is also appearing on behalf 
of the Life Insurance Association of America. We are glad to see 
you. sir, our former colleague, and very glad to hear you. 

If you will just give your name and address and the capacity in 
which you appear for the record, we will be glad to hear you. 
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STATEMENT OF ROBERT L. HOGG, EXECUTIVE VICE PRESIDENT AND 
GENERAL COUNSEL, AMERICAN LIFE CONVENTION, APPEARING 
ALSO ON BEHALF OF THE LIFE INSURANCE ASSOCIATION OF 
AMERICA 


Mr. Hoge. Mr. Chairman, and gentlemen of the committee, I ap 
preciate very much your reference to my former service in this very 
fine body. 

The CuarkMan. Your service was very valuable to the country. 

Mr. Hoce. Thank you. I am executive vice president and general 
counsel of the American Life Convention whose principal office is 
in Chicago. I also appear on behalf of the Life Insurance Associa- 
tion of America whose principal office is in New York. We have 
also a joint office here. The combined membership of these 2 or- 
ganizations represents 97 percent of the legal reserve life insurance 
in force with old line legal reserve companies in the United States. 
In acecordanee with the rules of procedure of the committee, these 
2 organizations have filed with the committee the required 60 copies 
of our statement on the taxation of annuities, topic 14, but in lieu of 
reading the statement in its entirety, I shall only summarize it and 
leave to questioning by committee members such details as the com 
mittee may desire to develop. 

The CratrMan. Do you request that the portions of your prepared 
statement pertaining to other topics be inserted in the record in the 
proper places ¢ 

Mr. Ho«e. I was going to request at the conclusion of my testimony 
that it be inserted in the record and I have a short statement to make 
in connection with some of the other material also included in there. 

The CuairmMan. Without objection, this may be made a part of the 
record now, and such other additions that you might care to make. 

(The material referred to follows :) 


STATEMENT OF THE AMERICAN LIFE CONVENTION, CHICAGO, ILL., AND LIFE INSUR 
ANCE. ASSOCIATION OF AMERICA, NEW York, N. Y., Re Toric 14, INcomMe Taxa- 
TION OF ANNUITIES 


PRESENT INCOME TAXATION OF ANNUITIES, SECTION 22 (B) (2) (I, R. C.) 


The present system for taxing annuities is commonly known as the “3-percent 
rule,” It is based on the theory that interest earned on the invested principal 
of an annuity is equivalent, on the average, to 3 percent per annum of the orig- 
inal consideration paid for the annuity. Each annuity payment is regarded 
partly as taxable interest on invested capital, and partly as a gradual return 
of that capital, That part of each payment which represents a return of capital 
(i. e., the excess over 3 percent of the original consideration paid) is excluded 
from taxable income, but only until the amounts so excluded add up to the 
original capital investment. Thereafter, the entire amount of each annuity pay- 
ment is fully taxable. The whole 3-percent rule is set forth in section 22 (b) 
(2) of the Internal Revenue Code. 


THE DEFECTS OF THE 3-PERCENT RULE 


The 3-percent rule for taxing annuities has 2 serious defects. 

First, it greatly overstates the taxable income from annuities which ifs attribut- 
able to interest earnings. From discussions in the Congressional Record (78 
Congressional Record 6056) it appears that Congress in formulating the 3-per- 
cent rule assumed that capital invested in an annuity earns interest at the rate 
of 4 pereent per annum. It was recognized that the amount invested would 
gradually decrease during the lifetime of the annuitant. Rather than compli- 
cate the taxation of annuities by applying a 4-percent interest rate to a reducing 





384 GENERAL REVENUE REVISION 


capital investment, the record shows that Congress decided to adjust the rate to 
3 percent but apply it to the original amount invested, instead of to the gradually 
reducing amount. Over the lifetimes of all annuitants taken together the results 
of the 2 alternatives—4 percent applied to the reducing capital investment, or 
3 percent applied to the original capital investment—are approximately equiv- 
alent. The 3-percent alternative, however, has the important practical advan- 
tage of producing an unchanging amount of taxable income until the original 
capital investment is returned. 

For a number of years annuities have generally been sold on an interest basis 
much lower than 4 percent. The most common present-day annuity rates are 
based on the assumption that the capital invested will earn interest at rates 
ranging from 2 to 2% percent. These lower rates, if applied to the whole 
of the original capital investment, would likewise overstate the interest earn- 
ings on an annuity investment. They must therefore be reduced, as the 4 per- 
cent interest rate was reduced, to allow for a gradual reduction in invested 
capital. 

Furthermore, an addition reduction in the interest return should properly 
be made to allow for the fact that part of the interest earnings on the capital 
invested in an annuity is used to pay the expenses of providing the annuity. 
Interest earnings on most other types of investment are declared after deduct- 
ing expenses, whereas interest rates used in pricing annuities are before de- 
ducting the expenses of providing the annuity. These annuity expenses must 
be taken into account in determining the net taxable income earned on an 
annuity investment. They should have been recognized in the formulation of 
the 3 percent rule, and should also be taken into account in any revision of that 
rule. ' 

The second defeat in the 3 percent rule is that, even assuming a proper rate, the 
accumulation feature of the rule results in overtaxing annuitants as a group. 
Under this accumulation feature, the entire annuity payment is made fully tax- 
able once the annuitant gets back his original capital untaxed. Obviously, the 
short-lived annuitant incurs a capital loss if he dies before the money he paid 
for the annuity is fully returned to him untaxed. Unless some compensation 
is made in the taxable income attributed to long-lived annuitants, by not taxing 
in full all amounts received after the original investment has been returned un- 
taxed, all annuitants taken together will be taxed on part of their invested capi- 
tal as well as on the interest earned on that capital. 

The combination of these two basic defects in the 3 percent rule makes in- 
vestment in an annuity relatively unattractive from an income tax point of view. 
Not only is the 3 percent rate much too high, especially for annuities sold in re- 
cent years, but the accumulation feature of the 3 percent rule by which the whole 
annuity is ultimately taxed in full results in a further overtax. Annuity pur- 
chasers, taken together, must as a consequence report total taxable income far 
in excess of the true aggregate income they actually receive over and above the 
return of their capital. 


THE LIFE EXPECTANCY OR CANADIAN METHOD FOR TAXING ANNUITIES 


The inequities just described can be overcome by adopting a plan of annuity 
taxation such as that now in effect in Canada. Under the Canadian plan, the 
average return-of-principal portion of each annuity payment is determined by 
dividing the purchase price of the annuity by the purchaser’s life expectancy. 
This portion is excluded from gross income during the annuitant’s lifetime. The 
balance of each annuity payment, whatever that may be, represents income and 
is fully taxable. 

We have previously recommended the Canadian plan, with minor modifica- 
tions to conform to United States tax standards. H. R. 6712 of the 80th Con- 
gress similarly incorporated its principles with certain other minor modifica- 
tions. We believe the annuity tax legislation proposed in H. R. 6712 is basically 
sound. We continue to favor it in principle. In fact, the results of the H. R. 
6712 method and of other life expectancy methods for determining taxable in- 
come from annuities may properly be regarded as the standard by which the 
results of other methods should be judged. 

In the case of a straight life annuity without death benefits, under which 
payments commence immediately, the mechanics of the life expectancy or Cana- 
dian system for determining the taxable portion of each annuity payment are 
quite straightforward. They are illustrated in the-following example, based.on 
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typical current annuity prices under which the insurance company assumes a 
2% percent interest return: 





Age Typical cur- Proposed Taxable 

nieces ee Salita rent purchase Expectation annual ex- Proposed an income as 

price for life of life vear’s) clusion from | nual taxable perceyt of 

annuity of we gross in- income purchase 

Man Woman __|$!00a month ! come price 

(1 (2 3) =(1) +(2) |(4) =$1,200—(3)| (5) =(4)+(1 
50 years | 55 years $23, 080 25. 56 $902. 97 1.20 
55 years | 60 years 20, 450 21.75 940. 23 1.27 
60 years | 65 years 17, 820 18. 22 978. 05 1. 25 
65 years 70 years 15, 239 | 15.01 | 1, 014. 66 1. 22 
70 years... 75 years.... 12.14 | 1, 051. 07 1.17 

| 


12, 760 | 


1 Based on 1937 Standard Annuity Table, ages rated back 1 year to allow for mortality improvement, with 


interest at 244 percent for the annuity purchase prices, 


SIMPLIFICATION OF LIFE EXPECTANCY METHOD OF TAXATION 


The life expectancy (Canadian) method of taxing annuities, while relatively 
simple for straight life annuities, involves certain complexities when applied 
to special forms of annuities such as “refund” annuities and “joint and last 
survivor” annuities. Adjustments must be made for death benefits under refund 
and other types of annuities providing for payments to a beneficiary in case of 
the early death of the annuitant. Under joint and last survivor annuities the 
life expectancy used must De based on 2 lives instead of 1, and if, as is commonly 
the case, the annuity payments to the survivor are less than those payable when 
both annuitants are alive, the anticipated reduction in the rate of annuity must 
be taken into account. 

These complexities can be avoided by adopting a more direct approach. Under 
the life expectancy system used in Canada and under the several United States 
adaptations heretofore proposed, the tax exempt portion (return of principal) 
of each annuity payment is determined by dividing by the appropriate life 
expectancy. The taxable portion is the balance of each annuity payment. We 
suggest as a simplification that the taxable portion be determined directly by 
applying a fixed percentage factor to the purchase price of the annuity. Column 
5 of the table on page 4 shows that a factor of 144 percent will produce approxi- 
mately the same results for straight life annuities as the life expectancy plan, 
without the necessity of going through the calculations of columns 2, 3, and 4, 
The following illustrates the results of the application of a fixed 144 percent 
rate to various forms of annuities. 








STRAIGHT LIFE ANNUITY 

Age Typical cu Proposed mpa ive 

. . A ent purct Factor innual life expect 
price, $100 percent taxable inecv method 

Man Woman amonth! | | income results 
- | = | 
60 years __. 65 years | 1. 25 $222. 7 $221. 95 
65 years 70 years | 1. 25 190, 38 185 34 
70 years 75 years | 1. 25 159. 5 148. 93 
REFUND ANNUITY 
psespicbentuning, papain seen —— ~ 
60 years 65 years ake $21, 580 | 1,25 | $269. 75 2 $276. 40 
65 years 70 years... 19, 396 1.25 | 242. 38 | 2 246. 37 
70 years. .... | 75 years aedcepneedan 17, 260 1. 25 215. 75 2 217.18 
- — ose —_ 
JOINT AND LAST SURVIVOR ANNUITY 

a a a — 
60 years 60 years . a $23, $74 1. 25 $299. 68 | $281. 46 
65 years | 65 years ; | 21,172 1. 25 264. 65 | 241. 99 
Fe PERE ccna w-------] 70 years........ 18, 335 1. 25 229. 19 203. 53 


' Based on 1937 standard annuity table, ages rated back 1 year to allow for mortality improvement, with 
interest at 244 percent for the annuity purchase prices F 7 

? Computed by deducting undiscounted value of refund death benefit from annuity purchase price before 
dividing by life expectancy. See H. R. 7612, 80th Cong. F t 
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As previously indicated, the foregoing illustrations are based on _ typical 
annuity prices of those life insurance companies which today offer annuities for 
sale on the basis of a 2%-percent interest return. Some companies use a 
2-percent interest assumption; for these a lower factor than 144 percent could 
be justified. On the other hand, there are still to be paid many annuities 
originally sold some years ago at interest rates above 21% percent. It is con- 
ceivable that future annuity rates may possibly reflect higher interest yields 
than 2% percent. This probably would be offset, however, by further improve- 
ments in longevity. All things considered, a 1%4-percent factor is perhaps the 
most easily justified as a single comprehensive rate. The 114-percent rate pro- 
posed is not an interest rate, but a factor designed to produce tax results closely 
approximating those of the more involved life expectancy method. 


DEFERRED ANNUITIES 


Special consideration must be given to “deferred” annuities, including endow- 
ment life insurance policies settled at maturity under life income options. These 
are usually purchased in periodic installments during a person’s working life- 
time. Vhen the annuity commences at retirement, the amount applied to pro- 
vide it is ordinarily more than the total consideration originally paid. The 
difference represents or includes the accumulation of interest prior to retire- 
ment. If the 144-percent factor is simply applied to the aggregate consideration 
paid for these annuities, without any adjustment, no tax would result upon the 
accumulation of interest and any other accretions to the amount originally 
paid. 

The total of these extra amounts can be determined by subtracting the original 
cost of the annuity from its value at the time the annuity commences. The 
value at that time can be computed according to a standard method based on a 
mortality table and an interest rate specified by the Commissioner of Internal 
Revenue. Each annuity payment would then be divided into two parts—(1) 
that part which is proportionate to the original cost of the annuity, and (2) that 
part which is proportionate to the balance of the value of annuity at the time 
it commences. The taxable income from the former part would be determined 
at the proposed 114-percent rate applied to the actual cost of the annuity; the 
latter part would be taxed in full. 

The following example illustrates this supplementary proration procedure for 
a typical deferred annuity : 





Aggregate consideration paid ae ad _ $10,000. 
Amount of annuity_- + : : . $100 a month. 
$1,200 a year, 
Initial value of annuity (promulgated) 7 $15,000. 
Excess over aggregate consideration paid ; : $5,000. 
114 percent of consideration paid_- i ‘ $125. 
: $5,000 . 
Additional taxable income ae a — < $1,200. 
$15,000 
$100. 
Total taxable income (proposed ) —_ own 
Comparative taxable income (life expectancy method for 
man age 65) : i palin ke eee 
Comparative taxable income (present law)-~---- _.... $300 for 11+ years. 


$1,200 thereafter. 


ANNUITIES AT MORE FAVORABLE RATES 


rhe proposed 114-percent taxable income factor is based on present-day rates 
for newly purchased annuities, as shown in the table on page 4. In the past 
annuities have been bought at rates more favorable to the buyer, notably many 
deferred annuities vet to commence and life-income settlements under endow- 
ment life-insurance policies yet to mature. Furthermore, because of the trend 
toward higher interest rates it is possible that future annuity rates will also be 
more favorable to the buyer, although this is regarded as unlikely because of 
expected offsets from further improvements in the longevity of older persons 
brought about by the continued advance of medical science. 
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One way to allow for the higher return to the buyer under annuities bought 
at more favorable rates would be to strike some sort of an average between 
high and low annuity rates, which would result in a taxable income factor some 
what higher than 1% percent. This would give a measure of rough tax justice 
to all annuities, but by overtaxing some and undertaxing others. However, our 
proposal contemplates that the supplementary proration procedure set forth on 
pages 7 and 8 for deferred annuities be applicable to all annuities. It would then 
automatically adjust for annuities bought at more favorable rates. Furthermore, 
it would do so without overtaxing annuities bought at less favorable rates. 

To illustrate, suppose that the Commissioner of Internal Revenue were to adopt 
a conservative valuation standard for use in the supplementary proration pro 
cedure, such as that underlying the rates churged for the illustrative annuity 
rates shown on page 4. Suppose further that some old outstanding annuity or 
some future annuity yet to be bought is purchased at rates, say, 10 percent cheaper 
than the valuation standard. In the case of a man age 65, the supplementary 
proration feature would have the effect of raising the effective rate of taxable 


income from 1.25 percent to 2.18 percent, as follows: 


Amount 06 QRINGIES 5 sd 5 hn ceed denies $100 a month. 
$1,200 a year. 
Initial value of the annuity, man age 65 $14,339 
Consideration paid (10 percent less than valuation standard) $12,905. 
Excess over consideration paid okt $1,484. 
1144 percent of consideration paid $161.31. 
$1,434 
Additional taxable income --_--~~-- som wrote os 
$14,339 
$120. 
Total taxable income “ $281.31 
Taxuble income as a percent of consideration paid 2.18 percent. 


In the above example, if the annuity had been purchased at a price 20 percent 
less than the assumed valuation standard, the supplementary proration feature 
would have the effect of raising the taxable income rate from 1.25 percent 
to 3.34 percent. 

The supplementary proration procedure, developed primarily for the special 
situation under deferred annuities, therefore has the important secondary advan- 
tage of adjusting the effective rate of taxable income for all annuities bought at 
rates more favorable to the buyer than the typical present-day rates assumed 
in developing the recommended 14-percent factor, provided the valuation 
standard adopted is a conservative one. Yet this is accomplished on a flexible 
and selective basis, without overtaxing other annuities as would result if a basic 
factor higher than 144 percent were used. 


EMPLOYEE (PENSION PLAN) ANNUITIES 


The determination of the taxable portion of employee (pension plan) annui- 
ties could be made in exactly the same manner as for other deferred annuities, 
except that the consideration paid would be taken to be only that portion paid 
by the employee. In this case the difference between the consideration paid 
and the value of the pension plan annuity at the time it commences represents 
not only the accumulation of interest prior to retirement, but the whole of that 
part of the consideration paid by the employer as well. 

An important characteristic of most employee pension plans is that the 
amount paid by the employee is usually very small compared with the total 
value of the annuity at retirement. Quite often the employee, if he has paid 
anything at all, has paid only the equivalent of a 3 years’ or 2 years’ retirement 
benefits, or even less if “past service’ benefits have been purchased by the 
employer. Under present law, the 3-percent rate is applied to only that part 
of the annuity consideration which the employee has paid himself. This has the 
effect of “bunching” the total exclusions for employee annuities in the early 
years after retirement. On the other hand, the 144 percent factor method has 
the effect of spreading the total exclusions over the entire retired lifetime 
of the employee. 








388 GENERAL REVENUE REVISION 


Following is an illustration of the comparative results obtained for a typical 
employee annuity under the current 3-percent rule, under the straight accum- 
ulation rule in effect prior to 1934 for annuities generally, under the 1% percent 
factor method outlined above, and under the life expectancy method. 


DE IG oak. ceed _.. $100 a month. 
$1,200 a year. 

Aggregate amount paid by employee____-_--__---_--- $2,400. 

Initial value of annuity___-__-~- a Sea $15,000. 

Taxable income (present 3-percent rule) _---.------- $72 for 2 + years. 


$1,200 thereafter. 
($1,044.29 average over 
lifetime of man age 65. 
Taxable income (pre-1934 rule) ~---.--------~~--- . None for 2 years. 
$1,200 thereafter. 
($1,043.70 average over 
lifetime of man age 65. 
Taxable income (1% percent factor method) __--~- . $1,038 each year. 
Taxable income (life expectancy method for man $1,040.11 each year. 
age 65). 


— 


~— 


From the foregoing it is evident that the proposed 114 percent factor method 
for taxing employee annuities does not change to any appreciable degree the aver- 
age amount taxable over the lifetime of the retired employee, as compared with 
either the present 3-percent rule or the straight accumulation rule in effect prior 
to 1934. 

This raises the question of whether it would be desirable to apply the 144 per- 
cent factor tax method to employee annuities. Where the employee has paid 
only a relatively small part of the cost of the annuity, there is much to be said 
for “bunching” the exclusions in the first 2 or 3 years after retirement. Grant- 
ing all of the exemptions at that time, rather than spreading relatively nominal 
exemptions over the employee’s entire retired lifetime, would help smooth the 
financial transition between living on a wage or salary and living on a pension. 
It would be better understood by a retiring employee who has been expecting to 
receive immediately, under the 3-percent rule, the benefit of all the tax exemp- 
tions allowed with respect to his own contributions. 

Largely as a matter of simplicity and administrative convenience, but also for 
the other reasons just mentioned, we recommend that employee annuities be taxed 
according to the straight accumulation rule. Under this rule no tax would 
be levied until the whole of the employee’s own contributions has been returned. 
Thereafter the employee annuity would be taxed in full. 

There are some employee annuities outstanding where the employee has paid 
as much, or perhaps even more, than the employer. The separate treatment 
recommended for employee annuities is based on the assumption that the em- 
ployee’s share of the cost has been quite small. Where this is not the case, it 
might be desirable to tax the employee annuity as if it were a nonemployee 
annuity. If the employee's share of the cost of the annuity is deemed small, say 
not more than the equivalent of 3 years annuity payments, the annuity could be 
taxed on the straight accumulation rule suggested above. If the employee’s 
share of the cost of the annuity is deemed large, say more than the equivalent of 
3 years annuity payments, the annuity could be taxed like other nonemployee 
annuities. We think, however, that such a distinction would be an unnecessary 
refinement. In the interest of simplicity we suggest instead that all employee 
annuities be taxed under the straight accumulation rule. Since the present 
3-percent rule as applied to employee annuities closely approximates the straight 
accumulation rule, the effect on Government revenue would be very small. 


INFORMATION AT SOURCE 


The calculation of the value of annuities when values are required, and in 
fact the whole arithmetic for determining the taxable portions of annuities, 
would be carried out by the insurance companies or pension plan trustees in 
accordance with standards prescribed by the Commissioner of Internal Revenue. 
Under the 14% percent method, the taxable portion of each annuity payment, 
reported to the annuitant, would be the same amount each year throughout his 
lifetime, changing on joint and last survivor annuities only when section 22 (b) 
(2) (C) applies. For employee (pension plan) annuities, the annuity would be 
wholly tax exempt for a limited period, usually not exceeding 3 years. There- 
after the employee annuity would be wholly taxable. 
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TRANSITION BETWEEN OLD AND NEW LAWS 


Any change in the method of taxing annuities will involve problems of transition 
between the old and the new law for annuities now in the course of payment. 

Perhaps the simplest rule of transition, and in many ways the most equitable, 
is to tax annuities under the 144-percent factor method as if the new law had 
been in effect from the beginning. This would not compensate for past overtaxa- 
tion of such outstanding annuities. However, it would be difficult, and probably 
out of line with most tax precedents, to attempt a general plan of compensating 
for past overtaxation in shifting over to a new law. 

In the case of some deferred annuities, the new rule will actually provide a 
higher tax temporarily than the present 3-percent rule. See, for example, the 
illustration on pages 7 and 8. Tor annuities already in course of payment, other 
than employee annuities, we therefore suggest that a choice be permitted between 
the proposed new rule and a continuation of the present 3-percent rule. Such a 
choice should be irrevocable once made and should be limited to a specified period 
of time. Furthermore, if the annuitant elects to continue the present 3-percent 
rule, it should be clear that all features of the 3-percent rule are included, 
including the accumulation feature whereby the whole of each annuity payment 
is taxable after amounts excluded from taxable income have accumulated to the 
original capital investment. 

No particular problem of transition occurs under the proposed treatment of 
employee annuities. 


ADVANTAGES OF THE PROPOSED 13-PERCENT FACTOR METHOD 


The 144-percent factor method proposed has the following advantages : 

1. Like the life expectancy or Canadian system, it overcomes the two serious 
inequities of the present 3-percent rule as applied to nonemployee annuities. 

2. It makes very simple the calculation of taxable income on single premium 
annuities commencing immediately. Whether the annuity is of the straight life 
annuity type without provision for death benefits, whether it is a refund annuity 
or has other types of death benefits, or whether it is a joint and last survivor 
annuity, a single 114-percent factor is applied to the purchase price to determine 
taxable income. 

3. Complications are minimized in calculating taxable income in the case of 
deferred annuities and others where the amount paid for the annuity is less 
than its value at the time it was entered upon. 

4. The taxable portion of all annuities would be determined without resorting 
to the use of life expectancies as under the Canadian rule. 


STATUTORY CHANGES 


The following amendment to section 22 (b) (2) would put the foregoing in 
effect for all annuities, including employee annuities (Italics show new matter; 
bracketed material shows deletions) : 

“§ 22 (b) (2) ANNuITIES, Erc.— 

“(A) IN GENERAL.—Amounts received (other than amounts paid by reason 
of the death of the insured and interest payments on such amounts and other 
than amounts received as annuities) under a life insurance or endowment 
contract, but if such amounts (when added to amounts received before the 
taxable year under such contract) exceed the aggregate premiums or con 
sideration paid (whether or not paid during the taxable year) then the excess 
shall be included in gross income. Amounts received as an annuity under 
an annuity or endowment contract shall be included in gross income; except 
that there shall be excluded from gross income the excess of the amount 
received in the taxable year over an amount equal to 114 [38] per centum 
of the aggregate premiums or consideration paid for such annuity (whether 
or not paid during such year), but if such aggregate premiums or considera- 
tion was less than the initial value of the annuity (determined on a uniform 
standard based on a table of mortality and a rate of interest prescribed by 
the Commissioner with the approval of the Secretary) at the date the annuity 
commenced, the amount which would otherwise be so included in gross income 
shall be increased by that part of each amount received as an annuity which 
bears to the whole of such amount the same ratio as the excess of the initial 
value of the annuity over such aggregate premiums or consideration bears 
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to such initial value [until the aggregate amount excluded from gross 
income under this chapter or prior income-tax laws in respect of such annuity 
equals the aggregate premiums or consideration paid for such annuity}. In 
the case of a transfer for a valuable consideration, by assignment or other- 
wise, of a life insurance, endowment, or annuity contract, or any interest 
therein, only the actual value of such consideration and the amount of the 
premiums and other sums subsequently paid by the transferee shall be 
exempt from taxation under paragraph (1) or the first sentence of this sub- 
paragraph, or be included in the amount considered to be the aggregate 
premiums or consideration paid for an annuity under the second sentence 
of this subparagraph. The preceding sentence shall not apply in the case 
of such a transfer if such contract or interest therein has a basis for deter- 
mining gain or loss in the hands of a transferee determined in whole or in 
part by reference to such basis of such contract or interest therein in the 
hands of the transferor, or if the transferee at the time of such transfer has 
an insurable interest in the life of the person insured? This subparagraph 
and paragraph (1) shall not apply with respect to so much of a payment 
under a life insurance, endowment, or annuity contract, or any interest 
therein, as, under section 22 (k), is includible in gross income [[;]. 

“(B) EmMpLoyees’ ANNUITIES.—If an annuity contract is purchased by an 
employer for an employee under a plan with respect to which the employer’s 
contribution is deductible under section 23 (p) (1) (B), or under a plan 
which meets the requirements of section 165 (a) (8), (4). (5), and (6), 
or if an annuity contract is purchased for an employee by an employer exempt 
under section 101 (6), the employee shall include in his income the amounts 
received under such contract for the year received except that if the employee 
paid any of the consideration for the annuity, the amount received under such 
contract shall be excluded from gross income until the amounts so excluded, 
together with any amounts received under such contract and excluded from 
gross income under prior income-taxg laws, equal or exceed the amount con- 
tributed by the employee [the annuity shall be included in his income as 
provided in subparagraph (A) of this paragraph, the consideration for such 
annuity being considered the amount contributed by the employee]. In all 
other cases the annuity shall be included in the employee's income as provided 
in subparagraph (A) of this paragraph; and if the employee’s rights under 
the contract are nonforfeitable except for failure to pay future premiums, 
the amount contributed by the employer for such annuity contract on or after 
such rights become nonforfeitable shall be included in the income of the 
employee in the year in which the amount is contributed, which amount 
together with any amounts contributed by the employee shall constitute the 
consideration paid for the annuity contract in determining the amount of 
the annuity required to be included in the income of the employee under sub- 
paragraph (A) of this paragraph. 

“(C) JOINT AND SURVIVOR ANNUITIES.—For purposes of subparagraplis (A) 
and (B) of this paragraph, where amounts are received by a surviving 
annuitant under a joint and survivor’s annuity contract and the basis of 
such survivor annuitant’s interest is determined under section 113 (a) (5) 
the consideration paid for such survivor’s annuity shall be considered to be 
an amount equal to such basis. 

“(D) Annuities commenced before January 1, 19552—In the case of an 
annuity, other than an employee annuity subject to the provision of the first 
sentence of subparagraph (B) of this paragraph, which commenced before 
January 1, 1955, the tawpayer may elect that the provisions of this paragraph 
as they existed immediately prior to January 1, 1955, shall apply, in lieu of 
the foregoing provisions of subparagraph (A), with respect to amounts 
received as an annuity after December 31, 1954. Such an election, to be 
effective, must be made prior to the time prescribed for the filing of the 
taxpayer's return for the taxable year of the taxpayer beginning in 1955, and 
once made shall be irrevocable and shall apply to all taxable years beginning 
subsequent to December 31, 195 Bigg 

secause of the proposed separate treatment of employee annuities, an amend- 
nent will also be required in section 165 (b) as follows: 

“$ 165 (b) TaxAnILity or BENEFICIARY.—The amount actually distributed or 
made available to any distributee by any such trust shall be taxable to him, in 





'This additional wording is for the purposes described on pp. 20 and 29 and has no 
bearing on the subject of this section of our memorandum. 
* Assuming the effective date of the proposed statute changes is January 1, 1955. 
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the year in which so distributed or made available, under section 22 (b) (2) as 
an employee annuity [if it were an annuity the consideration for which is the 
amount contributed by the employee], except that if the total distributions pay 
able with respect to any employee are paid to the distributee within one taxable 
year of the distributee on account of the employee’s separation from the service, 
the amount of such distribution to the extent exceeding the amounts contributed 
by the employee, shall be considered a gain from the sale or exchange of a 
capital asset held for more than six months. Where such total distributions 
include securities of the employer corporation, there shall be excluded from such 
excess the net unrealized appreciation attributable to that part of the total 
distributions which consists of the securities of the employer corporation so 
distributed. The amount of such net unrealized appreciation and the resulting 
adjustments to basis of the securities of the employer corporation so distributed 
shall be determined in accordance with regulations which shail be prescribed by 
the Secretary. For purposes of this subsection, the term ‘securities’ means only 
shares of stock and bonds or debentures issued by a covdauation with interest 
coupons or in registered form, and the term ‘securities of the employer corpora 
tion’ includes securities of a parent or subsidiary corporation (as defined in 
section 130 A (d) (2) and (8)) of the employer corporation. In no event shall 
the amount actually distributed or made available to any distributee includ> net 
unrealized appreciation in securities of the employer corporation attributable to 
the amount contributed by the employee. Such net unrealized appreciation and 
the resulting adjustments to basis of such securities shall also be determined in 
accordance with regulations which shall be prescribed by the Secretary.” 

Mr. Hoee. One general observation is pertinent as an introduction 
of my summary on the taxation of annuities. I have referred to a 
plan to replace the present 3 percent formula. This plan, while con 
stituting an imports int change in the Internal Revenue Code, is not 
something entirely new to this committee. On the contrary, the basic 
underlying principle of the plan is one which this committee during 
the 80th Congress reported as a part of H. R. 6712. It will be re- 
called that this bill passed the House but was not Cepmceres by the 
Senate. The suggested plan we feel is a simplification and refinement 
of the annuity income-tax provisions of H. R. 6712 of the s0th 
Congress, 

Mr. Curtis of Nebraska. I think it would be helpful if you would 
just give us a very brief statement of the operation of the 3-percent 
rule. 

Mr. Hoee. I shall be glad to do it. 

The present formula under the 5-percent rule as you know is em 
braced in section 22 (b) (2) of the Internal Revenue Code and the 
theory of the present law is that the interest earned on invested annu 
ity principal on the average is equivalent to 3 percent of the original 
consideration paid for annuity. In other words, if I pay $10,000 as a 
cash consideration for an annuity and I get back : anmit al payments, in 
dividing up what part of the annuity I receive each year is principal, 
and what part is interest, the present 3-percent rule says that 3 of my 
original consideration, $10,000, is investment income on the $10,000 
which I have invested. 

The 3-percent rule then says that that part of the annual payment 
which is equivalent to the 3 percent of the consideration is income. 
Over and above the 3 percent is a return of principal and when the 
return of principal, that margin between the 3 percent and what you 
actually receive each year, equals my total consideration, from that 
time on all annuity payments are taxed as current income. 

Do I make myself plain on that? 

Phe Cuairman. However, you are taxed right from the beginning? 


Mr. Hoga. Yes. 
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The CuarrMan. It seems unfair to me. 

Mr. Hoce. Three percent from the beginning. 

The Cuamman. Do you not think it is an unfair approach? 

Mr. Hoaa. I certainly do, and we develop the unfair approach 
on 2 scores, and I particularly want to make 2 points. This method has 
2 serious defects. 

The first defect is that it overstates the interest portion of annuity 
payments, as compared with what is the capital. When the formula 
was devised in 1934, and that is when it was devised, Congress assumed 
that the capital ae in an annuity-earned interest at the rate of 
4 percent per annum. We criticized that assumption. It was recog- 
nized, however, that the invested amount was gradually diminishing 
during the life of the annuitant. In other words, if you invested the 
entire $10,000, it was not invested during the annuity-paying period 
and it was erroneous therefore to assume that 4 percent was earned 
through the lifetime of the annuitant on the total consideration. 

The Cuarmman. I do not like to interrupt because I am interested 
in what you say, but you are paying out your money right from the 
start. You never get it back. 

Mr. Hoee. That is correct. 

The CuairmMan. I think it is the most unfair thing in the world. 

Mr. Hoca. We are in complete agreement on that. It is a severe 
penalty. In other words, what you are doing is really confiscating 
a part of his capital. 

Mr. Curtis of Nebraska. It wouldn’t be as harsh as an attempt made 
some time back to average it, would it? 

Mr. Hoge. I don’t auite understand what you mean by averaging, 
but let me explain this: You must approach the problem from the 
standpoint of nee ints as a group. That is what you have to do. 
In other words, if a man purchases an annuity he does not know 
whether he is At ea long-life annuitant or a short-life annuitant. 
When the Congress considered this question they approached it from 
the standpoint of annuitants as a group. 

A man 50 years of age buys an annuity, say, at the cost of $25.000 
and he receives $1,200 a year. His expectancy is 25 years. So what 
Congress did in the 80th Congress was to say the expectancy was 25 
vears and if he paid $25,000 for it, the average return of his principal 
each year would be one twenty-fifth of the $25,000, or $1,000, and if 
he got $1,200 the $200 was income. That is virtually what they did. 
In that sense the averaging is eminently fair. 

Mr. Curtis of Nebraska. That was not the type of averaging that 
IT had in mind. I think it was a Treasury approach 2 or 3 years ago. 
I thought it was harsher than the 3-percent rule. 

Mr. Hoce. I would like to pursue a little further the injustice of 
this present 3-percent rule because what you are doing, for the short- 
lived annuitant, you are taking part of ‘his principal. I would just 
like to refer to it as confiscation of part of his principal, because that’s 
all it is. If you had some compensating factor to give relief where a 
man did get his investment back, you might be able to justifv the 
situation of taking from short-lived annuitants, but you don’t. When 
he gets his invested principal back, he continued to pay his full taxes as 
long as he lives, so you have a tremendous overstatement of income 
in the annuity field, because not only are you taxing what is true 
income to the long-lived annuitant, but you are confiscating part of 
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the capital of the short-lived annuitant. That is basically the criticism 
which we have of the present 3-percent rule. 

In the 80th Congress, as I said a moment ago, you adopted what 
has been known as the Canadian system, because it has been in use 
in that country. In that you treat annuitants as a group. You aver- 
age the expectancy of the purchaser of an annuity. If his expectancy 
is 25 years, you divide the consideration he paid by 25 and that repre- 
sents each year. It is the same amount payable each year. That 
represents his return of capital. Then you tax him on the balance. 
We are thoroughly in accord with the principle which this commit- 
tee adopted in that respect, but we have a suggestion which we think 
merits very serious consideration, in that it is a simplification of 
what you did in the 80th Congress. In the Canadian system, which, 
as I say, was adopted in the ‘80th Congress, you use the expectancy 
and divide the consideration by the expe ctancy to find what the prin- 
cipal is, and then you tax the difference between the returned prin- 
cipal and the annual payment. It so happens if you take that Cana- 
dian system and apply it practically, what you come up with is, I 
might say, the greatest of uniformity. The result is you are taxing 
about 114 percent of the total of the consideration which the man paid. 

In other words, when you take the Canadian system and you go 
around and find out the amount of tax involved in it, and when you 
get your result, it just bears about 114 percent of the total amount of 
the consideration which the purchaser paid for the annuity. 

That is the suggestion which we make in this memorandum. In 
other words, we carry your principle one step further. We say it 

“an be simplified by simply taxing annually 114 percent of the or iginal 
consideration during the entire lifetime of the annuitant. That has 
the virtue not only of being applicable to a simple annuity—a simple 
annuity is.a straight annuity where you buy it today and your annu- 
ity payments commence tomorrow; that is the simplest form of an- 
nuity—it will apply with almost the same precision to a deferred an- 
nuity, where you make periodic payments for the annuity to begin 
maybe 10 or 15 years in the future. It will reach that situation. “In 
doing so it avoids some complications which are built into the Ca- 
nadian system. It will also apply to a joint and survivor annuity, 
where the annuity is paid for the life of two or more persons; whereas 
the Canadian method sets up some complications. This 114 theory 
will take care of that situation, and in connection with employee an- 
nuities, it will take care of them also. 

There is one thing that I do want to call attention to in connection 
with the employee annuities. What I mean by that, gentlemen, is 
the type annuity which is paid under an employee pension plan. 

In that situation, for the most part I think quite generally, the 
employer pays a substantial part of the cost of the annuity. In 
some instances, as the peeeenns witness has said, the employer may 
pay it all, with the result that if you apply the 114 percent to that type 
of employee annuity where the employees pay only a small part of 
it, the amount involved is very, very small and for administrative 
reasons and the practicality of the situation, we feel quite definitely 
that maybe the thing to do there is to let the employee in that case 
deduct the amount he has put into the annuity in toto. For admin- 
istrative reasons alone it would warrant consideration of letting him 
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recover his consideration before you tax him at all; in other words, 
there you go to the pre-1934 method of taxation. 

Then the second reason why an employee’s annuity should be treated 
that way, he is in a transition period. He probably has been on a 
salary which is commensurate with his current method of living, and 
to go from that to a retirement benefit, which in most cases is materi- 
ally tes than he has been accustomed to receiving, is quite a shock 
and we feel letting the employee in an annuity situation recover all 
of his contributions before invoking any tax acts as a cushion in this 
transition period. 

There are a good many other items that I think are miscellaneous 
items in the memorandum so I will do no more than refer to them. 

Mr. Curris of Nebraska. Before you leave that, what is your sug- 
gestion, to tax the whole amount at a rate of 114 percent? 

Mr. Hoce, At a rate of 114 percent, that that would represent the 
taxable income. 

Mr. Curtis of Nebraska. If you had $100 a month as consideration, 
it would be $1.25 

Mr. Hoge. One and a quarter percent of the amount he paid for 
the consideration 1n the first instance. If he paid a thousand dollars, 
his income would be 114 percent of a thousand dollars. 

Mr. Curtis of Ne ia iska. Annually ? 

Mr. Hoge. Annually. 

There are some supplementary items in the full memorandum 
on the taxation of annuities. First, there is the question of the in- 
formation at source and the transition from the present law, and the 
suggested amendments of existing laws to carry into effect the formula 
we have suggested. I have no comments on these three items further 
than to say they are of minor importance once this committee accepts 
our sug? restion ‘as to the basic formula. 

I ribeddiOnell that there are a number of other items included in the 
40 which this committee is considering with reference to the revision of 
the Internal Revenue Code, and some of them radiate from this annuity 
problem. Rather than give a piecemeal approach to it, we have put 
all of our suggestions into the comprehensive memorandum which we 
have just filed with the clerk, because I think when you go to consider 
any one of these isolated items which are on your agenda, you will 
find that at some point they are coming together. We feel it would 
be more appropriate to h: ave them there so they can be readily avail- 
able to you in the consideration of this question. 

The Cratmnan. This is a remarkable document. It is practically 
a textbook. ‘This is something we will just have to sit down and study 
very carefully. It is very difficult. You are able to state it in a very 
fine way and very effective way. Yet it is so technical that the only 
way we can really do it is to sit down and study the document. 

Mr. Hoea. We asked to be heard in a short summary way tomorrow 
in connection with the retirement benefits plans, and so forth. We 
came to the conclusion that we couldn’t serve any good purpose. It 
is such a comprehensive thing that probably the best thing to do for 
us is not to make any attempt to even summarize that picture. All 
of the matters are emphasized in the memorandum. 

The Crairman, We certainly appreciate it. Have you finished ¢ 

Mr. Hoaa. I have concluded. 


The CuatrMan. Are there any questions? 
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We thank you very much for your appearance and the information 
that you have given to = committee. 

Iam calling now Mr. ‘arlyle Dunaway, of the National Association 
of Life Underwriters, om York City. Is Mr. Dunaway in the 
audience ? 

He is apparently not here. 

Mr. John Paul Good, sec retary, Teachers Insurance & Annuity 
Association a America, New York City. 

Mr. Good, if you will give your name and the capacity in which 
you appear be the record, we W ill be very elad to hear you. 


STATEMENT OF JOHN PAUL GOOD, SECRETARY, TEACHERS INSUR- 
ANCE & ANNUITY ASSOCIATION OF AMERICA, NEW YORK CITY 


Mr. Goop. My name is John Paul Good. Tam secretary of Teachers 
Insurance & Annuity Association of America, which is located in 
New York City. 

I would like to follow Mr. Hogg’s example in speaking from my 
prepared statement. May I ask this committee to leave the prepared 
statement in the record ¢ 

The Cramrman. Without objection, it is so ordered. 

(The statement referred to follows :) 


STATEMENT PREPARED BY JOHN PavuL Goon, Secretary, TEACHERS INSURANCE & 
ANNUITY ASSOCIATION OF AMERICA, Re PRoposkp AMENDMENTS TO THE 3 
PERCENT ANNUITY RULE 


Teachers Insurance & Annuity Association of America, upon whose behilf 
I am appearing, is a legal reserve life insurance company which is in actual! 
effect a retirement fund for the over 600 colleges, universities, independent 
schools, and allied organizations which have adoptel its facilities for theirz 
retirement plans. Approximately 60,000 staff members and former staff member 
of these institutions are currently accumulating retirement benefits under indi 
vidual annuity contracts written by TIAA, and benefits are being paid to approxi 
mately 10,000 retired staff members or their beneficiaries. Thus, we are qualified 
to speak from the basis of the experience of a very large part of the retirement 
provisions for the college world. 


GENERAL PRINCIPLES OF ANNUITY TAXATION 


In the first place, we wish to add our hearty endorsement to the basic prin 
ciples of the proposal for annuity taxation which is being presented to this com 
mittee by the American Life Convention and the Life Insurance Association of 
America (ALC-LIAA). These basic principles as we see them involve (1) the 
change of the 3-percent factor to a 1%4-percent factor to determine the interest 
element in annuities and (2) the application of this factor continuously through 
out the life of the annuity rather than terminating it upon the supposed recovery 
of the capital invested in the annuity. 

The use ofa more realistic factor than the 3 percent to determine interest 
element. would be a great improvement. The apparent reasonableness of this 
figure is similar to the apparent lowness of a finance company’s charge of 
3 percent on the initial balance of a loan, when actually, by reason of installment 
repayments, the average amount of the loan is about one-half the initial balance 
and the effective interest rate is almost 6 percent. A somewhat refined method 
of determining the interest element in an annuity is provided in the Canadian 
system of basing the tax-exempt portion directly on the life expectancy. But 
for the rough-and-ready purposes of taxable income, it appears that the 
144-percent factor proposed by the ALC-LIAA produces approximately the same 
neat as the Canadian system, while greatly simplifying the computations in 
each case, particularly in refund and last survivor annuities. 

The principle of.continuous exclusion from income is even more important. 
Once a life annuity has commenced payment, the question of the consideration 








396 GENERAL REVENUE REVISION 


invested in it is only of historical importance. The courts have recognized that 
the purchase of an annuity is not a transaction entered into for profit. The 
annuitant is interested in financial security over his remaining life and not in 
conserving his capital. This capital has been sunk in current payments to last 
over his lifetime, and the chance that he may live longer than his expectancy 
and receive a correspondingly large amount of payments is counterbalanced by 
the chance that he may die early and receive less than he paid in. A means 
has been suggested whereby the consideration paid by or on behalf of the annu- 
itant is allocated approximately over his life expectancy (a result notoriously 
not achieved under the 3-percent rule). But since the annuitant has the same 
chance of dying before his life expectancy as he does of exceeding it, it seems 
only fair to compensate for the chance of death before full recovery by the chance 
of further exclusion after the life-expectancy period. Under the new proposal, 
the Government would receive a small amount of taxes from those who die early 
and a correspondingly greater amount from those who live long, with the result 
that, on the average of all annuitants, taxes would be paid on approximately the 
interest element over the expectancy period. The Government, dealing with the 
mass of lives, would then be in very much the same position as the life-insurance 
company writing the annuity, which calculates its payments in such a way that 
it will break about even between the short and the long lives. 

An additional factor of importance in the continuation of the exclusion from 
income is the avoidance of the sharp jerks in taxable income which are produced 
by a hypothetical recovery of consideration. A sudden increase in taxable income 
under the 3-percent rule (assuming the annuitant lives to benefit by it) strikes 
the annuitant at a more advanced period of his life when he is much less able 
to adjust his financial affairs. In our experience this has been a major source 
of confusion and trouble to annuitants. 


EMPLOYEE ANNUITIES 


Our only point of difference with the ALC—-LIAA on their proposal for annuity 
taxation arises in the treatment suegested by them for employee annuities. The 
ALC-LIAA suggest that the employee contributions to be used as the considera- 
tion for tax purposes are so small that little would be gained by spreading them 
over the life expectancy of the annuitant. Instead, it is proposed by them that 
in this case Congress should revert to the pre-1934 basis of annuity taxation, and 
that all annuity payments be excluded from income until they equal the consider- 
ation. We do not agree with this reasoning. A simple rule to administer has 
been proposed for annuities generally, and we do not believe that it should be 
complicated by different treatment for employee annuities. 

Employee annuities have been a notable example of the capricious action of the 
3-percent rule in determining the amount which should properly be excluded 
from taxable income. Since only employee contributions are taken into account 
as consideration out of the total amount paid for the annuity, it would seem that 
this should reduce the exclusion from income based on consideration paid. In- 
stead, the 3-percent rule temporarily applies reverse English, and the smaller 
the employee contributions, the smaller is the 3-percent taxable income. This 
does not last, of course, and at a correspondingly early point (which is acceler- 
ated by the greatly increased exclusion from income) comes the shock to the 
retired employee of the sharp increase in taxable income. We hope that any 
general change in annuity taxation will relieve this problem for employee annu- 
ities as well, since the whole thing has been difficult for elderly people to under- 
stand. 

It is not true that employee contributions are always so small as to be negli- 
gible. Practically all of the retirement plans funded through TIAA annuity 
contracts require a contribution of at least 5 percent of salary from employees, 
and as a result in most cases one-half of the total consideration for an annuity 
contract results from employee contributions. Many other plans, particularly 
in the charitable and educational fields, require equally large contributions from 
employees. Under these circumstances employee contributions are sufficiently 
significant that the annuitant should not be deprived of the virtues of the new 
treatment proposed for individually purchased annuity contracts, 

Concentration of exclusions at the beginning of an annuity raises the addi- 
tional question whether the annuitant needs such exclusions more during the 
early years of his retirement, when he is presumably hale and hearty, or.teward 
the end of his life when medical expenses may be greater, his savings may have 
been exhausted, and he has no earning capacity. Any attempt to make assump- 
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tions on this question applicable to all annuitants alike appears to us to be purely 
speculative. 

Bringing employee annuities within the general treatment proposed for 
annuities would be achieved by carrying over the treatment proposed for 
deferred annuities. With respect to deferred annuities, ALC-LIAA have 
recognized that part of the value of the annuity at the time payments begin 
results from the accumulation of interest during the premium-paying period. 
The proposal is to divide the annuity payments in two proportional parts: (1) 
The part attributable to the consideration alone to be taxed on the 114-percent 
factor, and (2) the part attributable to untaxed interest accretions, to be wholly 
taxable. It seems entirely logical to give similar treatment to employer con- 
tributions which have not previously been taxed to the individual, considering 
the corresponding part of the annual payment as wholly taxable. 

As in the case of simple deferred annuities, the excess, at the time payments 
commence, of the value of the annuity (on a basis determined by the Com- 
missioner) over the total contributions made by the individual, would be the 
basis for determining the wholly taxable part of each year’s payments. Part 
of this excess results from employer contributions, and part from the accumu- 
lation of interest. We see no reason why this basis should not be applied to 
all employee annuities for whatever great or little exclusion might result. 

An example of treatment of an annuity arising under a fairly typical TIAA 
retirement plan is as follows: 


Total consideration paid: 
Employer contributions___-_ 
Employee contributions___-_-~ 


sane ; io atiancaua Gee. Oo 
wenn Be acne canine, a 


Tots. az Steen kt a ak oo. . said lseataieancitenlipie a 
Amount of annuity commencing January 1, per year______-__------_- - 1,200.00 
Initial value of annuity (Commissioner’s basis) ~~~ ; Minta-nidigiaeias Se 
Excess over employee contributions__________________ a a 
1% percent of employee Contributicne snk cei cmeinecnecimensnsocse 62. 50 

_ . 10,000 
Additional taxable income, =. Pe ai bi A et 800. 00 
15,000 
OTE SERED TOO an en I an hit caddie 862. 50 


On the basis suggested for employee annuities by the ALC-LIAA, on the 
other hand, all annuity payments would be excluded from income until the 
total exclusion equaled the total of the employee’s contributions. In the example 
assumed above, complete exclusion would continue for 4 years. In the fifth 
year after retirement the annuitant would have $200 of taxable income, and 
in the sixth and succeeding years, $1,200. This is, if anything, worse than 
the present 3-percent rule in creating a sharp increase in taxable income some 
years after an individual has retired. 

A further complication arising under our annuities, and probably under many 
other employee plans, comes from the right of the individual to make voluntary 
additional contributions to purchase more benefits for his retirement. We have 
many cases where this right is being availed of by educators, either by periodic 
payments or by single lump sums. To this extent the annuitant is really pur- 
chasing an additional individual. annuity under the same contract, and he 
should receive the same tax treatment as other individual purchasers of annuities. 
This would be the result under the method proposed by TIAA, since the pro- 
portional part of the annuity payment attributable to all individual contributions 
would be taxed on the individual basis, by application of the 114-percent factor. 
The ALC-LIAA basis, if applied to this case, would simply cause such additional 
contributions to postpone the day when the annuitant became taxable on his 
full annuity payments. 


AN ALTERNATIVE PROPOSAL FOR EMPLOYEE ANNUITIES 


At the risk of wandering off the ranch, however, we would strongly urge the 
adoption of something resembling the Canadian treatment of employee contribu- 
tions as an ultimate solution. On this basis all benefit payments under an em- 
ployee annuity would be taxable income, but correspondingly ail employee con- 
tributions would be deductible from income in the year made. Probably the 
maximum limit imposed on such deductions under the Canadian tax law is not 
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suitable to conditions in the United States. If the deduction were confined to 
contributions required for participation in the retirement plan, this should be 
sufficient restraint to prevent abuses in the deferment of income. Allowance 
should then be made for voluntary contributions and for contributions other- 
wise not deducted or excluded from income, these being taken as a basis for 
exclusion applied to a proportionate part of annuity payments, as if it were a 
separate individual annuity. 

Actually many recipients of employee annuities gain little or no tax benefit 
from any provision for exclusion of the consideration from annuity payments. 
A single man over age 65 has $1,200 in basic exemptions under section 25, and 
a married couple has $2,400. Social-security benefits are also excluded from in- 
come. This does not minimize the importance of giving equitable treatment to 
those retired employees who have sufficient income to be taxable, but it does 
indicate that no hardship would result from the inclusion of all payments in 
income. 

The objective here suggested would merely extend the current tax position for 
nonecontributory pension plans to contributory plans. Many persons connected 
with college pension plans have indicated to us that they can see no basis for 
discrimination in employee income-tax consequences between noncontributory 
plans and contributory plans where employee contributions are compulsory, since 
the individual has no more control over his contribution than over the em- 
ployer’s. We have, in fact, noted some tendency to change over to noncontributory 
plans merely because of the tax advantages. The retirement annuity provisions 
made through TIAA are based upon a system of fully vested noncashable con- 
tracts owned individually by each staff member, which the staff member :may 
take with him to other employment if he leaves before retirement. We believe 
that the contributory feature of a retirement plan is of considerable significance 
in maintaining the vested ownership of the contract, and at the same time it 
gives a sense of individual participation in the plan which could not otherwise 
be achieved. Thus we believe that any tax discrimination against contributory 
plans is an undesirable thing. 


Mr. Goop. Our association represents a large part of the retirement 
provisions of the college world. We have most of the leading col- 
leges and universities and I suppose there are about 60,000 staff 
members who are now accumulating retirement benefits and there 
are about 10,000 retired staff members who are drawing benefits from 
us, so we have a good deal of experience as to how the 3-percent rule 
actually hits annuities. 

My own work consists in part of handling tax reports, tax informa- 
tion, and tax advice to individuals. I must say the first thing I ran 
into in this situation was that the 3-percent rule is a very difficult 
thing for the annuitant to understand and: appreciate the justice of. 

Annuitants are in general elderly people and they do not under- 
stand complicated things very easily. I think that it is very im- 
portant in the administration ‘of our tax system that the people who 
pay the taxes appreciate the justice of them. As T am not particularly 
convinced of the justice of the 3-percent rule myself, I must say I doa 
rather poor job of explaining it. 

I would like to, in the first place, support very strongly what Mr. 
Hoge has said about the current 3-percent rule and the proposed 
revisions of it. In the first place, the big difficulty that annuit: units 
run across in the 8-percent rule is a blissful period, in our case 4 or 5 

vears or so, where they pay very little taxes. The annuities that we 
issue are ‘treated as employee annuities, of course, and only the em- 
plovee’s contributions are treated as consideration. 

The CuarrmMan. I am sorry to interrupt you, you are representing 
the Teachers Insurance Annuities Association of America. Of course; 
the States have their system. 

Mr. Goon. That is true. 
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The Cuarrman. How are we correcting the State system. The 

}-percent rule applies in New York State; does it not 

Mr. Goon, That is correct; it applies to the State retirement system 
equally, as I understand it. 

Mr. Dinceti. In Michigan, however, we do not have an income 
tax. 

Mr. Goop. You are talking about State taxation. Mr. Reed is talk 
ing about Federal taxation of State benefits. 

The CHarrmMan. You are dealing now entirely with teachers em 
ae by Government ? 

Mr. Goop. No; we are dealing primarily with the independent col 
leges and universities. We have a number of State universities, such 
as Colorado, Washington, Iowa, and so on, which chose their retire 
ment plans through us. In general, though, the State field is covered 
by the St: ite retirement system. 

The CHarrMan. You are appearing here with reference to the uni- 
versities and State colleges, is that it? 

Mr. Goop. We involve only certain State colleges which have chosen 
to put their plans through us, such as lowa, Washington, University 
of Michigan, University of Virginia, and a few others. Basically 
we cover such universities as Harvard, Yale, Princeton, and the Uni- 
versity of California has been with us for some time, the a Svs 
tem in general. We spring from the Carnegie Foundation for the 
Advancement of Teaching, which started this system of free pensions 
for private colleges and universities about 1905. 

The CHarrmman. I want to get back to the original question. You 
are dealing with the State colleges and they come under State retire 
ment; do they not ? 

Mr. Goop. Some do and some do not. 

The Crarraran. As to the ones who do not come under that, what 
system do they have? 

Mr. Goop. A number of State colleges and universities have funded 
their plans through us. 


The CuatrmMan. Yousay,“through us.” What is your organization ¢ 
Mr. Goon. Our org watnintZily marae ei is a legal reserve life insur 
ance company whic h operates by issuance of annuity contracts to the 


staff members of the institutions aia h have chosen to use our servik 

The Cnatrmman. That is what I wanted to get. Just explain that 
and then we will have a starting point. 

Mr. Mason. Mr. Chairman, may I interrupt by saying that these 
are private groups taken advantage of by these different colleges and 
universities that do not come under State plans and thev buy them 
through these private groups. It is a private annuity set up which 
some teachers im some colleges and universities and other places take 
advantage of. 

The Cuairman. All right. How is your organization organized ? 

Mr. Goopv. We «re chartered by the State of New York as a legal 
reserve life insurance ¢ ompany under the supervision of the Superin- 
tendent of Insurance of New York. In operation we are operating 
precisely as any life insurance company <loes except that we specialize 
in the issuance of annuities, which are confined to educational institu- 
tions. 

The Cuatrman. That is entirely separate from the State system? 

Mr. Goov. That is entirely separate. 
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Mr. Curtis of Nebraska. Mr. Chairman. 

The Cuamman. Mr. Curtis. 

Mr. Curtis of Nebraska. I just thought the record ought to show 
that Mr. Good is a Nebraska lawyer who migrated to New York in 
order to give legal leadership to that city and he is the son of one of 
our former Attorneys General. 

Mr. Dincei. A hometown boy who went to the big city and made 
LOK d. 

I was going to ask this one question in connection with what Chair- 
man Reed brought up in his questioning, that your company is operat- 
ing then under the New York State laws? 

Mr. Goop. That is right. 

Mr. Dineeii. And New York State, am I correct in saying, has the 
best insurance laws in the Nation ? 

Mr. Goon. That is our belief. Since the Armstrong investigation of 
1906 New York has kept a very sharp eye on its life insurance com- 
panies. 

Mr. Dince.i. I was always led to believe in the short time I sold 
insurance that New York State had the best protective laws for the 
public. 

Mr. Goon. You are right, sir. 

If I may refer to the subject before us, the first point I want to make 
in support of Mr. Hogg’s suggestion is that the recovery of capital 
concept is rather fictitious actually. Even an individual buying an 
annuity on his own account is not particularly concerned with making 
a profit or a loss on living longer or living short. What he is inter- 
ested in is lifetime income, a constant fixed figure, and his capital is 
no longer of any importance to him. The courts have recognized this 
in holding that it is not a transaction entered into for profit. He gets 
no capital loss if he dies early, but under the 3 percent rule he does get 
a lot more taxes if he lives long. 

We believe that the proposed 114 percent rule, or the Canadian 
system, or whatever basis you choose to fix a constant basis for taxable 
income throughout the life of the annuity is much more in accord 
with the basis of the annuity itself. The person who lives a short 
time pays only a small amount of taxes. The person who lives a long 
time pays a correspondingly larger amount of tax. The Government 
itself, which is dealing pr actically the same way as a life insurance 
company does, with a mass of lives, is in just about the same position 
as a life insurance company w ould be of breaking even between the 
short and the long. On the average the Government would get taxes 
on approximately the interest element over the life expectancy of all 
annuities, which is what we have considered fair. 

So far as the individual is concerned, as I started out earlier, this 
sharp increase in taxable income after 4 or 5 years which occurs in 
the case of employee annuities hits them after their savings start to 
diminish, after his capacity for adjustment is gone, and usually later 
on in life the earning power of a retired person is greatly diminished. 
He can’t adjust himself to these changes and circumstarices and all 
of a sudden taxable income increases. This is a thing we have had 
to explain to a number of people who have written in in a very puzzled 
fashion wanting to know why all of a sudden their taxable income is 
increased. 
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This brings us around to the one substantial point of difference 
which we have with the American Life Convention and the Life 
Insurance Association of America. We believe that the 114 percent 
rule suggested by those associations, or the Canadian system for that 
matter, any method which is designed to spread the taxable income 
over the life expectancy of the annuitants and set a fixed amount 
which would continue throughout the life of the annuitant is the only 
sound way of taxing annuities. Therefore, it seems to us to be the 
only sound way of taxing employee annuities. Our retirement plans 
and retirement plans of institutions using our service usually involve 
quite substantial contributions on the part of participating staff 
members. 

Our contracts are fully invested. They go with the individual 
wherever he goes in his career. Therefore, a good-size contribution 
is taken. 

About the 5 percent of salary, naturally 5 percent from the salary 
of the employee is a very substantial contribution. 

As a result, in most cases one-half of the total conside ution for 
an annuity contract results from employee contributions 

It usually takes about t or 5 years for this amount to be exhausted 
even under the present 3-percent rule. The 3-percent rule had a rather 
capricious pond ation when applied to employee annuities, anyway. 
Since the consideration is less, of course, the 3 percent, which is con- 
sidered as taxable income, is less than it would be if the whole annuity 
were purchased immediately by the annuitant. 

Mr. Dincet. May I ask, are you a legal reserve company ? 

Mr. Goon. We are a legal reserve life insurance company; that. is 
correct. We operate under precisely the same principles as any life 
insurance company. We are operating a money-purchased plan in 
which the benefits depend directly upon the contributions which are 
made. 

Mr. Drncett. Part of your premium is set aside for the rainy day! 

Mr. Goon. Oh, yes, it has to be up in New York. 

Mr. Drncet. For emergency ? 

Mr. Goon. That is correct. The 3-percent rule has resulted in a 
smaller rather than a larger income for people who pay only a part of 
the consideration. It has resulted in a much smaller income for a 
certain amount of time. Three percent of half the consideration is of 
course one-half what it would be if the individual paid for it all. 
That results in a correspondingly greater inclusion of income which 
runs out much earlier. As I say 4 or 5 years is about it in our case. 
The suggested change by the ALC would really be just about the same 
thing in ‘terms of when the exclusion would run out. 

No income for a while is not much different from only a very small 
amount of income, but then comes the time 5 or 6 years later when the 
annuitant is going to have to pay taxes. We believe that this so-called 
consideration which the annuitant is paid should be spread out 
throughout the life of the annuity just the same as it would be if the 
individual had purchased it all by himself. 

One further proposal we would like to make has considerably 
greater implications, but I would like to keep it down to the annuity 
payout taxation for the present. That is, that if you are going to con- 
sider taxing annuities upon the Canadian principle, you might look a 
little further into the Canadian law and follow the principle, we will 
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say, developed for employee annuities. This is simply an exclusion 
from income during the wage-earning years of all employee contribu- 
tions with a cor responding result that there is no basis for taxation of 
employee contributions during the payout years. If the differences 
between our proposal and the life insurance association's is based 
simply upon the inconvenience of handling employee contributions, 
this seems to us to be an anes treatment : Dist ‘egard them entirely dur- 
ing the pay-out period, but, of course, one can exclude them from in- 
come during the wage-earning years. 

The result that you would achieve by this would be to put con- 
tributory and noncontributory retirement plans on precisely the same 
basis, Which seems to us to be an extremely equitable thing to do. 

We believe that there is a great deal of value in the contributory 
plan. It gives a sense of ownership and a sense of participation. 

Mr. Dincei. It give a sense of responsibility / 

Mr. Goop. Exactly. It gives him the feeling that he himself is pro- 
viding for his own retirement. 

Mr. Dineen... It controls demands, too, of course ? 

Mr. Goop, Yes. Further, I was about to say, that it makes a very 
strong reason for investigating of retirement considerations in the 
employee. Employers who want to run a somewhat cheaper retire- 
ment plan by using forfeitures are deterred very considerably where 
employee contributions are involved. We believe in the contributory 
plan. With present taxes the way they are, employees are beginning 
to wonder if they are better off under a noncontributory plan be- 
cause they don’t pay any income tax on the contribution the em- 
ployer pays. 

So far as the employee participating in a compulsory plan is con- 
cerned, he can’t very well see the difference between his contribution 
and his e mployer” r’s contribution. 

The CHamrMan. Does that conclude your statement ? 

Thank you very much for your very fine contribution here on a 
very technical and rather important question. 

The next witness is Mr. Walter H. McClenon of Takoma Park, 
Md. Mr. MeClenon, we welcome you here as a former member of the 
staff of the joint committee. 

We are honored to have you here. 


STATEMENT OF WALTER H. McCLENON, TAKOMA PARK, MD. 


Mr. McCienon. I am glad that you are planning a general improve- 
ment of the Internal Revenue Code und I hope you will get the revised 
code as a whole enacted by Congress. If there is any way that I can be 
of any assistance to you or any of the other members of the committee, 
I should be extremely glad to have you call on me at any time. 

I think the 3-percent-annuity rule is clearly illogical and arbitrary. 
It should be eliminated along lines already suggested here this morn- 
ing. I think you will find my point of view is very similar to that 
just presented by Mr. Good. 

I want to call your attention to the way the 3 percent rule works in 
the case of 2 distinct groups of annuitants: The retired Federal em- 
ployees and persons who have bought annmiiies from religious or- 
ganizations. I presume there are others but I have in mind particu- 
larly those. 
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In both these cases, as Mr. Good stated, the annuitant is practically 
tax free for a few years and then suddenly he becomes subject to tax 
of the full amount of the annuity for the rest of his life. It is very 
difficult for the annuitant to see ‘that that is equitab le. He does not 
like to feel that his taxable status changes suddenly. 

The Cuairman. Not only that, but the tax comes at a time when 
he needs every penny of his money. 

Mr. McCienon. Absolute ‘ly. In the case of Federal employees the 
retirement deductions would rarely ever come to as much as 4 times 
the amount of the annuity, that is, the amount of income included 
in income in the first 3 or 4 years would scarcely equal 12 percent of 
the annuity, but after the fourth year the annuity would be fully 
taxable. 

My own case is much more extreme than the average because some 
of my se rvice prece ded the origin: il retirement act, and for the first few 
years under the act my deductions were 214 percent. Incident: lly, 
naturally my salary at that time was considerably less than the sal: ary 
on which my annuity is being computed. My annuity is more than 
60 percent of the total deductions, so that less than 5 percent of the 
annuity was taxable the first year, but after less than 2 full years 
it will be fully taxable. 

Very much the same thing will apply to all Federal employees who 
are retiring now, and even in the future it will be very much that 
same way. The case of persons who buy annuities from religious 
organizations is even worse. I have here a statement as to an annuity 
of $35 for which $500 was paid. By an arbitrary ruling of the Bureau 
of Internal Revenue for which I don’t find any statutory or court 
authority it is declared that $240 of the $500 paid must be treated as a 
gift, and only $260 as consideration for the annuity. Accordingly, 
only : 3 percent of the $260, that is about 22 percent of the annuity, is 
treated as income during the first few years, while the entire annuity 
is treated as income after the $260 has been recovered. In other words, 
before 70 percent of the $500 paid for the annuity has been returned, 
the return of the remainder is regarded as taxable income. I cannot 
see the logic or justice of that. Nobody, when they buy these annuities, 
is told that they are making a gift of 50 percent of their payment as a 
gift to the organization, that only 50 percent of it is payment for the 
annuity. They are told “You give us a thousand dollars and we will 
give you a 7-percent annuity on this.’ 

Consequently, they have recovered 70 percent of what they have 
paid in; they don’t like to have to pay tax as income on the remaining 
30 percent. In either of these types of annuity, it is hard on the an 
nuitant to make the annuity fully taxable all at once when it has 
been largely tax free until then. It would be far better for everyone 
concerned to have a system as has been already suggested here this 
morning, where a fixed portion of the annuity is treated as income 
during the entire life of the annuity, whether in the first or the 20th 
year. I realize that this would mean a small loss in revenue, and a 
slight recognition of the time factor. But I think these are less ob- 
jectionable ‘than the present system of jumping suddenly from a large- 
ly tax-exempt to a fully tax: able status. 

Incidentally, the 144- or 114-percent rule that was mentioned by the 
insurance companies, in the case of the Federal employees I don’t 
think would give you a good result because it would mean that you 
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would practically never tax anywhere near the amount of the income 
in excess of the deductions. 

The Cuairman. We thank you, sir. 

Does that conclude your statement ? 

Mr. McCienon. Yes, sir. 

The Cuamman. That is a very statement. We appreciate your 
statement. We also appreciate your offer of cooperation in any possi- 
ble way in the revision of the code. 

We will include in the record at this point a statement by the Amer- 
ican Bar Association and Commerce and Industry Association. 

(The statements referred to follow :) 


STATEMENT ON BENALF OF THE AMERICAN BAR ASSOCIATION By THOMAS N, 
TARLEAU, CHAIRMAN, SECTION OF TaxaTION, Re Topic 14, THE 3-PERCENT 
ANNUITY RULE 


Inasmuch as a representative of the American Bar Association will not appear 
in person on the above topic it is requested that this statement be received and 
filed. 

Under present law, annuity payments are treated as in part a nontaxable 
return of premiums, and the balance as taxable income. However, the formula 
used treats amounts received each year to the extent of 3 percent of the con 
sideration paid for the annuity as taxable income and applies the remainder 
against basis. After the basis is recovered, all further payments received 
are income in full. The result is that many annuitants are never able to 
recapture their outlay tax free, while others, throvgh such recapture, incur a 
sharp rise in taxable income in the year following that in which the total cost 
has been recovered under this arbitrary formula. 

The proposed amendment substitutes a constant yearly exclusion for the life 
of the annuitant. If he lives out his exact life expectancy, he will recover 
tax free exactly the cost of the annuity. If he lives beyond such expectancy, 
he will recover tax free more than his premiums paid; if he dies before the 
expiration of such expectancy, he will recover less. However, on the average, 
the results are equitable in that the revenues will not be reduced, and the 
annuitant’s taxable income from this source will be constant 

A provision to make this recommendation effective was contained in the 
Reed-Camp bill, as follows: 

“Sec. 107. ANNUITIESs, Etc. 

“(a) Section 2 (b) (2) (A) (relating to annuities, etc., in general) is hereby 
amended to read as follows: 

“*(A) IN GENERAL.—There shall be included in gross income all amounts re- 
ceived as an annuity, whether for a period certain or during one or more lives, 
under an annuity contract or under an endowment or life insurance contract 
payable other than by reason of death, and all additional amounts received 
under such a contract on or after the date on which the first annuity payment 
is received; except that there shall be excluded from gross income an amount 
equal to the same proportion of the amounts received as an annuity during the 
taxable year under such contract which the total consideration paid for such 
contract bears to the aggregate of the amounts receivable as an annuity under 
such contract.’ 

“(b) Section 22 (b) (2) (relating to annuities, etc.) is hereby amended by 
adding at the end thereof the following new subparagraphs: 

‘(C) ANNUITIES IN DISCHARGE OF ALIMONY.-—Subparagraph (A) shall not 
apply with respect to so much of a payment under a life insurance, endowment, 
or annuity contract, or any interest therein, as, under section 22 (k), is in- 
cludible in gross income. 

“*(D) AMOUNTS OTHER THAN ANNUITY PAYMENTS.—Amounts received (other 
than amounts excludible from gross income under paragraph (1) of this sub- 
section and other than amounts includible in gross income under subparagraphs 
(A) and (B) of this paragraph) under an annuity, endowment, or life-insurance 
contract, but if such amounts (when added to amounts received before the taxable 
year under such contract and excluded from gross income) exceed the aggregate 
premiums or consideration paid for such contract (whether or not paid during 
the taxable year) then the excess shall be included in gross income. 

“*(E) ANNUITIES HAVING A REFUND FEATURE.—Where an annuity contract con- 
tains a provision giving the estate or beneficiary of a deceased annuitant the right 
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to a refund in respect of the consideration paid, the following special rules 
shall apply 


‘*(i) the refund received by the estate or beneficiary of the annuitant 
shall be included in gross income only to the extent that it, plus any amounts 
received by the annuitant prior to his death and excluded from gross in- 
come, exceeds the total consideration paid ; 

“*(ij) where the entire consideration for an annuity contract is paid by 
the annuitant or annuitants, the amount of the “total consideration paid 
for such contract”, as defined in subparagraph (F) (i), shall be further 
reduced by the value of any payments to be made to a beneficiary or the 
estate of an annuitant upon or after the death of the annuitant or annuitants 
which are in the nature of a return of the consideration; and 

‘*(iii) for the purposes of this paragraph, the term “refund in respect 
of consideration paid” shall include amounts paid after the death of an 
annuitant by reason of a provision in the contract for an annuity certain. 
(I?) DerrINrrions.—For the purposes of this paragraph 

‘(i) the term “total consideration paid for such contract” means the 
aggregate consideration paid reduced by any amounts received prior to 
January 1, 1951, under such contract or prior to the date on which the first 
annuity payment under such contract is receivable, whichever is later, 
and excluded from gross income; and, in the case of an annuity contract 
referred to in subparagraph (B), the portion of the consideration con- 
tributed by the employee reduced by any amounts received prior to January 
1, 1951, under such contract and excluded from goss income; and, in the 
ease of a transfer for a valuable consideration, by assignment or otherwise, 
of a life insurance, endowment, or annuity contract or any interest therein 
if such contract or interest does not have a basis for determining gain 
or loss in the hands of a transferee determined in whole or in part by 
reference to such basis of such contract or interest in the hands of the 
transferor, the aggregate of the value of the consideration paid for such 
contract and the almount of the premiums and other sums subsequently paid 
by the transferee, reduced by any amounts received prior to January 1, 
1951, under such contract and excluded from gross income ; 

‘*(ii) the term “aggregate of the amounts receivable as an annuity under 
such contract” includes, in the case of a contract providing for annuity 
payments during one or more lives, the sum of the amounts receivable 
as an annuity under an annuity, endowment, or life insurance contract 
during the period of normal expectation of life of the person or persons 
whose life or lives were involved in determining the cost of such contract, 
computed as of the date on which the first annuity payment under such 
contract was receivable or January 1, 1951, whichever is later, in accord- 
ance with mortality tables under regulations prescribed by the Commis- 
sioner with the approval of the Secretary, except that if such contract 
was transferred but does not have a basis as provided in clause (i), such 
period of normal expectation of life shall be computed as of the date on 
which the first annuity payment after the transfer was receivable by the 
transferee.’ ” 





COMMERCE AND INDUSTRY ASSOCIATION OF New YorK, 
New York 7, N. Y., June 23, 1953. 


Topic No. 14, the 3-percent-annuity rule. 
Hon. DANIEL A. REEp, 


Chairman, Committee on Ways and Means, 
Room 1102, New House Office Building, 
Washington, D. C. 


DeaR CONGRESSMAN ReED: Commerce and Industry Association of New York, 
Inc., wishes the following recommendation to be inserted into the record of the 
hearings of the Ways and Means Committee pertaining to the revision of the 
code: 

Section 22 (b) (2) of the code arbitrarily treats 3 percent of the cost of the 
annuity as taxable income and the balance as recovery of cost. 


y In a great many 


cases annuitants die before they recover their cost tax free, so that they are 
paying a tax on money of their own which they are getting back. 

It is recommended that there be substituted for the present arbitrary 3-percent 
rule a system which takes into account the life expectancy of the annuitant from 
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the time the annuity payments start. The cost should be spread over the period 
of such life expectancy, and there should be included in gross income only the 
part of each annual payment received that is in excess of the amount so deter- 
mined to be applicable to cost. 
Sincerely yours, 
THOMAS JEFFERSON MILEY, 
Executive Vice President. 


(The following material was submitted for the record on topic 14:) 


STATEMENT BY PAvuL D. Seauers, Esq., CHAIRMAN, FeperAt TAX LEGISLATIVE 
(COMMITTEE OF THE FEDERAL TAx Forum, INc., or New YorK Ciry, Re Toric 14, 
THE 3-PERCENT-ANNUITY RULE 


Annuity payments received under an endowment contract should not be taxed 
until the cost thereof has been fully recovered. 

Annuities are taxable under the 3-percent rule. Many persons provide for old 
age by obtaining endowment insurance contracts under which, at a specified age, 
usually 65, they have 3 options: (1) Payments for a definite period; or (2) Pay- 
ments for life; or (8) Payments for life or a definite period, whichever is longer. 

Payments received under option (1) are not taxable until cost is recovered; 
whereas payments received under options (2) or (3) are taxable under the 3- 
percent rule. Many owners of endowment contracts desire to elect either option 
(2) or (8) so as to be assured of a life income, even though, because of the age 
when such election is made, they are likely never to recover their cost. We believe 
it unfair, in these circumstances, to tax them during their lives under the 3-per- 
cent rule. 

The forum recommends that section 22 (b) (2) be amended to provide that 
annuity payments received under an endowment contract issued by an insurance 
company shall not be taxed until the cost of the annuity is fully recovered. 





STATEMENT OF THE NATIONAL ASSOCIATION OF LIFE UNDERWRITERS, New YorK 
Ciry, N. Y., Re INcoME TAXATION OF ANNUITIES 


We have read with great interest the statement dated July 14, 1953, on the 
subject of the income taxation of annuities, which was submitted to your com- 
mittee on behalf of the American Life Convention and the Life Insurance Asso- 
ciation of America at the time Robert L. Hogg, executive vice president and 
general counsel of the American Life Convention, testified before you on this 
matter. In our opinion that statement very clearly and ably sets forth the theory 
on which the present 3-percent rule for taxing annuities is based and the ex- 
tremely serious defects inherent in that rule, and it would serve no useful pur- 
pose for us to review those points herein We also note that in their statement, 
those two associations have recommended, in substance and with certain rela- 
tively minor exceptions, the replacement of the 3-percent rule by a simplified 
adaptation of the so-caled Canadian, or life-expectancy, plan of taxing annuities 
under which, generally speaking, an annuitant would be required to report as 
taxable inocme each year a uniform percentage (i. e., 1144 percent) of the purchase 
price of his annuity from the time the annuity was entered upon until his death. 

We feel that the plan suggested by the ALC and the LIAA is well conceived and 
susceptible of relatively simple administration and, above all, would provide 
a vastly more equitable method of taxing annuity income than is provided by 
the 3-percent rule. At the same time, however, the suggested plan, like the 
3-percent rule, is still based upon a premise with which we are in fundamental 
disagreement, namely, that an annuitant receives “income” prior to the time 
when he recovers the entire amount of capital that he has invested in the 
purchase of his annuity. 

Viewing the matter from the standpoint of economic reality, we fail to see 
how an annuitant can properly be charged with having received any income, tax- 
able or otherwise, unless and until he first recovers the entire consideration that 
he has paid for his annuity. In the event of his death before reaching that 
point, the best that he can expect (and then only if he has purchased a refund 
annuity) is that the issuing company will pay to his estate or beneficiaries an 
amount or amounts which, when added to the annuity payments that he him- 
self has received, will exactly equal the capital that he originally paid for the 
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annuity. Even then, however, it will be found that he has been forced to report 
as taxable income during his lifetime money which actually represented nothing 
more than a return of principal to him. 

For example, let us take the case of a man 60 years of age who invests $22,826 
in the purchase of a $1,200 refund annuity. He collects 5 annuity payments, 
aggregating $6,000, of which is obliged, under the 3-percent rule, to report as 
taxable income a total of $3,425.40, the remaining sum of $2,574.60 presumably 
representing the return of his principal. However, if he should die at this point 
his estate or beneficiaries would not receive the sum of $22,836 minus just the 
“principal” of $2,574.60 that he had theretofore been deemed to have recovered 
but, rather, $22,836 minus $6,000, which latter sum would include not only the 
$2,574.60 of recovered principal but also the so-called income, or interest, element 
of $3,425.40. Thus, it seems obvious that neither in theory nor in fact could 
this annuitant properly be deemed to have received any income at all from his 
annuity during his lifetime A fortiori, if he had purchased a straight life 
anniuity, which, of course, has no refund feature 

In these circumstances, therefore, we earnestly recommend a return to the 
pre-1934 method of taxing annuity income, under which an annuitant will be 
permitted to recover, tax free, the purchase price that he has paid for his annu- 
ity and will thereafter be required to report as taxable income all annuity pay- 
ments received by him. We believe that this method is not only the only 
basically fair method of taxing annuity income but also the simplest to ad- 
minister and by far the most understandable to the average annuitant. To 
achieve the foregoing result, we suggest that section 22 (b) (2) (A) be amended 
to read substantially as follows: 

“(2) ANNUITIES, Etc.— 

(a) IN GENERAL.—Amounts received (other than amounts paid by reason of 
the death of the insured and interest payments on such amounts [and other than 
amounts received as annuities]) under a life insurance, [or] endowment, or 
annuity contract, but if such amounts (when added to amounts reecived before 
the taxable year under such contract) exceed the aggregate premiums or con- 
sideration paid (whether or not paid during the taxable year) then the excess 
shall be included in gross income. [Amounts received as an annuity under an 
annuity or endowment contract shall be included in gross income; except that 
there shall be excluded from gross income the excess of the amount received in 
the taxable year over an amount equal to 8 per centum of the aggregate prem- 
iums or consideration paid for such annuity (whether or not paid during such 
year), until the aggregate amount excluded from gross income under this 
chapter or prior income tax laws in respect of such annuity equals the aggregate 
premiums or consideration paid for such annuity.] In the case of a transfer 
for a valuable consideration, by assignment or otherwise, of a life insurance, 
endowment, or annuity contract, or any interest therein, only the actual value 
of such consideration and the amount of the premiums and other sums subse 
quently paid by the transferee shall be exempt from taxation under paragraph 
(1) or this paragraph. The preceding sentence shall not apply in the case of 
such a transfer if such contract or interest therein has a basis for determining 
gain or loss in the hands of a transferee determined in whole or in part by 
reference to such basis of such contract or interest therein in the hands of the 
transferor. This subparagraph and paragraph (1) shall not apply with respect 
to so much of a payment under a life insurance, endowment, or annuity contract, 
or any interest therein, as, under 22 (k), is includible in gross income.” 

In conclusion, however, we should like to make it clear that in the event that 
our recommended return to the pre-1934 method is not adopted, we very much 
favor, as a strong second choice, the adoption of the alternative method pre- 
sented to you by the American Life Convention and the Life Insurance Associa- 
tion of America in their statement of July 14. 








STATEMENT OF AMERICAN FEDERATION OF LABOR Re Topic 14, THE 3-PERCENT 
ANNUITY RULE 


The American Federation of Labor is aware of the criticism that the 3-percent 
annuity rule works hardship on annuitants by unduly prolonging the period over 
which the annuitant’s investment is returned to him tax free. 

There appears to be merit in the proposal that the percentage of the annui- 
tant’s investment that should be untaxed for income-tax purposes should be de- 
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termined by dividing 100 percent by the number of years of life expectancy of the 
annuitant at the time he begins to receive his annuity. Under such an amend- 
ment, an annuitant with a life expectancy of 10 years at the time he begins to 
draw his annuity would deduct 100/10, or 10 percent of the amount of his total 
annuity investment from his taxable income yearly; an annuitant with a 2U-year- 
life expectancy would deduct 100/20, or 5 percent of his total investment, ete. 
This amendment would be in the interest of equity and would involve very slight 
loss of revenue. 

The American Federation of Labor, however, would oppose any change in the 
5-percent rule that would be inequitable or result in unjustified loss of tax revenue 
to the Treasury. 


STATEMENT BY ADDISON B. CLOHOSEY, EsQ., ON BEHALF OF RESEARCH INSTITUTE 
or AMERICA, NEw York, N. Y. 


Double taxation is often the result of the operation of this rule. Where death 
occurs before the full cost of the annuity is recovered, the taxpayer has shown 
in the past as income on his annual tax returns a sizable portion of the actual 
acquisition cost. This is especially true of refund annuities and in some instances 
in those calling for installments certain, depending upon the rate of interest 
involved, Thus the individual pays a tax on the income used to purchase the 
annuity originally and also on the amounts of the purchase price returned to 
him in installments. 

It would seem much more equitable to allow the taxpayer to recover tax free 
the cost of the annuity, after which the full amount of the annuity installments 
would be taxable as income. 


Annuities should be tax free until full cost has been recovered. 


STATEMENT OF THE AMERICAN INSTITUTE OF ACCOUNTANTS, New York, N. Y., Re 
Topic 14, THE 3 PERCENT ANNUITY RULE 


The method of taxing annuities should be revised so as to treat as income 
so much of each year’s annuity receipts as represents a ratable portion of the 
difference between the cost of the annuity contract and the aggregate of the 
annuity payments that would be received if the annuitant lived out his life 
expectancy as set forth in a standard mortality table, or, at least, to provide a 
lower and more realistic rate than 3 percent. 

Under section 22 (b) (2), Internal Revenue Code, the taxpayer receiving 
an annuity. is taxed on an amount equal to 3 percent of the cost, the remainder 
being treated as a recovery of capital. Under this method of taxing annuities, 
the chance of recovering capital tax free during the lifetime of a taxpayer is 
remote, particularly since most annuity contracts now in existence are based 
upon a lower interest yield than 3 percent. 

Section 22 (b) (2), Internal Revenue Code, should be amended to provide that 
the principal of the annuity payments shall be computed by spreading the cost 
of the annuity over the life expectancy beginning with the commencement of 
annuity payments and only that portion of each annuity payment which is in 
excess of that applicable to principal shall be included in gross income. 

If this recommendation is not adopted, then in the alternative the code should 
be amended to provide a lower and more realistic rate than 3 percent. 





STATEMENT OF Los ANGELES CHAMBER OF COMMERCE, LOS ANGELES, CALIF., IN RE 
THE 3-PERCENT ANNUITY RULE 


That there be substituted for the 3-percent annuity rule a constant yearly 
exclusion (from gross income) which will be so computed as to return the cost 
of the contract to an annuitant who lives out his exact life expectancy and which 
will continue for the life of the annuitant even though he lives beyond his life 
expectancy. 
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TOPIC 15—STOCK OPTIONS AND DEFERRED-COMPENSATION PLANS 


The Cuarrman. We will now take up topic 15, “Stock options and 


deferred- -compensation plan.” Our first witness is Mr. McClure, of 
the Wilcox O11 Co. 


STATEMENT OF JOHN E. McCLURE, ESQ., DIRECTOR, WILCOX OIL CO., 
WASHINGTON, D. C. 


Mr. Witcox. Thank you, Mr. Chairman. 

Mr. Chairman and members of the Committee on Ways and Means, 
my name is John E. McClure. Iam a lawyer with offices in the Wash- 
ington Building in this city. I am appear ing as a director of Wileox 
Oil Co., Tulsa, Okla., in support of H. R. 4311, introduced by Mr. 
Simpson of Pennsylvania on March 30, 1953. 

H. R. 4311 is a bill to amend section 112 of the Internal Revenue 


Code with respect to the sale of treasury stock by an employer to an 
employee pursuant to a restricted stoc k option plan, as defined in 
section 130A (d) (2) and (38) of the Internal Revenue Code. It reads 
as follows: 


That section 112 (b) of the Internal Revenue Code be amended by adding at 
the end thereof, the following: 

(12) SALE oF TREASURY StocK.—No gain or loss shall be recognized if treasury 
stock of a corporation is sold by an employer to an employee pursuant to a 
restricted stock option, as defined in section 130A (d) (2) and (3) of the In- 
ternal Revenue Code.” 

Errective Date.—The amendment made by this section shall be applicable to 
taxable years beginning after December 31, 1952. 

All revenue laws from 1913 up until the present time have been 
silent on whether or not a corporation realized gain or loss upon the 
sale of treasury stock. All Treasury regulations up to May 2, 1934, 
provided that a corporation realized no gain or loss upon the sale 
of treasury stock, stating that purchases and sale of treasury stock 
should be treated as capital transactions. These regulations were 
sustained by the Supreme Court in Helvering v. R. J. Reynolds 
7’ obacco Co, (306 U.S. 110), and First Chroid Corporation (806 U.S. 
117), decided in 1939. 

While the foregoing cases were pending in court, and on May 2, 
1934, Treasury Decision 4430, XIII-1 C. B. 36 was issued, amending 
regulations 65 applicable to the Revenue Act of 1924, regulations 69 
applicable to the Revenue Act of 1926, regulations 74 applicable to 
the Revenue Act of 1928, and regulations 77 applicable to the Revenue 
Act of 1932. The Treasury decision reads as follows: 

Whether the acquisition or disposition by a corporation of shares of its own 
capital stock gives rise to taxable gain or deductible loss depends upon the real 
nature of the transaction, which is to be ascertained from all its facts and 
circumstances. The receipt by a corporation of the subscription price of shares 
of its capital stock upon their original issuance gives rise to neither taxable 
gain nor deductible loss, whether the subscription or issue price be in excess 
of, or less than, the par or stated value of such stock. 

But where a corporation deals in its own shares as it might in the shares of 
another corporation, the resulting gain or loss is to be computed in the same 
manner as though the corporation were dealing in the shares of another. So 
also if the corporation receives its own stock as consideration upon the sale of 
property by it, or in satisfaction of indebtedness to it, the gain or loss resulting 
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is to be computed in the same manner as though the payment had been made 
in any other property. Any gain derived from such transactions is subject to 
tax, and any loss sustained is allowable as a deduction where permitted by 
the provisions of applicable statutes. 


The present Treasury Regulations 111, section 29.22 (a)-15 provides 
that— 


Whether the acquisition or disposition by a corporation of nine shares of its own 
capital stock gives rise to taxable gain or deductible loss depends upon the real 
nature of the transaction, which is to be ascertained from all its facts and cir- 
cumstances. The receipt by a corporation of the subscription price of shares 
of its capital stock upon their original issuance gives rise to neither taxable 
gain nor deductible loss, whether the subscription or issue price be in excess 
of, or less than, the par or stated value of such stock. 

But if a corporation deals in its own shares as it might in the shares of 
another corporation, the resulting gain or loss is to be computed in the same 
manner as though the corporation were dealing in the shares of another. So 
also if the corporation receives its own stock as consideration upon the sale 
of property by it, or in satisfaction of indebtedness to it, the gain or loss re- 
sulting is to be computed in the same manner as though the payment had been 
made in any other property. And gain derived from such transactions is subject 
to tax, and any loss sustained is allowable as a deduction where permitted by 
the provisions of the Internal Revenue Code. 


The foregoing regulation was in effect at the time Wilcox Oil Co. 
adopted a restricted stock option plan in 1952 for 12 of its officers 
and other key employees. Wilcox Oil Co. is a small corporation with 
an authorized capital stock of 600,000 shares. Wilcox Oil Co. has 
issued 517,903 shares, of which 145,313 shares were reacquired in 1943 
at $7 a share when Homer F. Wilcox, its founder, severed his connec- 
tion with the company. Since that time the corporation has neither 
purchased nor sold any treasury stock. 

Today that stock is selling for approximately $26 a share. 

Based upon the foregoing facts, Wilcox Oil Co. applied to the Com- 
missioner for a ruling to the effect that the use of the treasury stock 
in the restricted stock option plan would not result in gain or loss 
to the corporation. Attached hereto, marked “Exhibit A,” is a copy 
of the application filed on behalf of Wilcox Oil Co., with the Commis- 
sioner of Internal Revenue. 

(Exhibit A follows :) 

EXHIBIT A 
OcTOBER 17, 1952. 
In re Wilcox Oil Co., Tulsa, Okla. 
COMMISSIONER OF INTERNAL REVENUE, 
Washington 25, D. C. 
Srr: On behalf of the above-named corporation a ruling is requested to the 


effect that the gain, upon the disposition of certain treasury stock, would 
not be recognizable under the provisions of the Internal Revenue Code. 


THE FACTS 


(1) Wilcox Oil Co. was incorporated on November 4, 1918, under the laws 
of the State of Delaware. Continuously, since shortly after its incorporation, 
its principal business activity has been oil production, refining, and marketing. 

(2) From its incorporation to 1943, the principal executive officer and stock- 
holder of the company was H. F. Wilcox. In 1943, H. F. Wilcox severed his 
relations with the company and the company purchased the stock which he 
then owned, consisting of 145,318 shares of common stock, at a price of approxi- 
mately $7 a share. 

(3) On September 30, 1952, the issued capital stock of the company consisted 
of 517,908 shares of common stock and treasury stock of 237,12925 shares. 
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(4) Just recently (October 13, 1952), the company adopted a restricted stock 
option plan for certain officers and other key employees. A copy of said plan is 
attached hereto and made a part of this application. 

(5) There is attached hereto a current balance sheet and current income 
statement of Wilcox Oil Co. 


RULING REQUESTED 


A ruling is requested to the effect that should the company dispose of 18,000 
shares of its treasury stock or any part thereof, to the officers and other key em- 
ployees, pursuant to the restricted stock option plan, the gain upon the dispo- 
sition of such stock would not be recognizable under the provisions of the 
Internal Revenue Code. 

Regulations 111, section 29.22 (a)-15, in effect, says that if a corporation 
deals in its own shares as it might in the shares of another corporation, gain or 
loss results. The strong implication is that if a corporation deals in its shares 
as it might not deal in the shares of another corporation such gain is not to be 
recognized. See also the Commissioner’s acquiescence in Brockman Oil Well 
Cementing Co. v. Commissioner (2 T. C. 168). 

Respectfully submitted. 

JoHN E. McCrure, 
Counsel for Taxrpayer, 


Mr. McCrvre. The basis of the application was that the corporation 
was not dealing in its own shares as it might in shares of anothe1 
corporation, since only the stock of Wilcox Oil Co. could be used in the 
restricted stock option plan. Stock of another corporation could not 
be used. On March 20, 1953, the Commissioner’s Office ruled adversely 
on the application, holding that: 


* * * in the event Wilcox Oil Co. should dispose of 18,000 shares of its 
Treasury stock or any part thereof to its officers and other key employees pursuant 
to the restricted stock option plan referred to hereinbefore, the gain upon such 
disposition of said Treasury stock will be recognizable for income-tax pur- 
poses * * *, 


Attached hereto is a copy of the Commissioner’s ruling marked 
“Exhibit B.” 
(Exhibit B follows:) 


ExuHrsit B 


UNITED STATES TREASURY DEPARTMENT, 
OFFICE OF COMMISSIONER OF INTERNAL REVENUE, 
Washington 25, D. C., March 20, 1958. 
In re Wilcox Oil Co., Tulsa, Okla. 


Mr. JoHN E. McCioure, 
Care of McClure & Updike, Washington Building, Washington, D. C. 


Dear Mr. McCrure: Reference is made to your letter of October 17, 1952, 
requesting a ruling as to the taxability of the gain from the disposition of Treasury 
stock by the above corporation under the stated circumstances. 

The submitted facts indicate that the Wilcox Oil Co. was incorporated Novem- 
ber 4, 1918. Its principal business activity since shortly after its incorporation 
has been oil production, refining, and marketing. 

From its incorporation to 1943, the principal executive officer and stockholder 
of the company was H. F. Wilcox. In 1943, Mr. Wilcox severed his relations with 
the company and the company purchased the stock which he then owned, consist- 
ing of 145,313 shares of common stock, at a price of approximately $7 a share. 
On September 30, 1952, the issued capital stock of the company consisted of 
517,908 shares of common stock and Treasury stock of 237,129% shares. 

On October 13, 1952, the company adopted a restricted stock option plan (copy 
enclosed with your letter) for certain officers and other key employees, to be ad- 
ministered by a committee composed of such members of the Board of Directors 
who are not otherwise officers or employees of the company. Contemporaneously 
with the adoption of the plan a maximum of 18,000 shares of the stock of the 
company was made available under the plan to be optioned to selected officers and 
other key employees at a price of not less than 95 percent of the fair market value 
of the stock on the date of the granting of the options. 
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A ruling is requested as to whether in the event the company should dispose of 
18,000 shares of its treasury stock or any part thereof to the officers and other 
key employees pursuant to the restricted stock option plan the gain upon the 
disposition of such stock will be recognizable under the provisions of the Internal 
Revenue Code. 

Section 29.22 (a)—15 of regulations 111 provides that if a corporation deals in 
its own shares of stock as it might in the shares of another corporation, the 
resulting gain or loss is to be computed in the same manner as though the corpora- 
tion were dealing in the shares of another. 

In construing the above provision of the regulations the courts have held that 
when a corporation buys its own stock, holds it in its treasury as an asset, and 
later sells it at a profit, such gain is taxable income, the fact that such purchase 
was made for resale to employees being immuterial (U. S. v. Stern Bros., & Co. 
(CCA-8) 1948, 136 Fed. (2d)). The same rule is applicable whether the treasury 
stock was donated or purchased by the corporation and whether the sale was 
limited to employees and was without a prolit motive or not (Commissioner v. 
Batten, Barton, Durstine & Osborn, Inc. (CCA--2) 1948, 171 Fed. (2d) 474). Inits 
decision in H. W. Porter & Co., Ine., and Subsidiary (187 Fed. (2d) 939 (1951) ) 
the Circuit Court of Appeals for the Third Circuit agreed with the Commissioner 
that “so long as there is no readjustment in capital structure the economic gain or 
loss 10 the corporation is the same regardless of the motive of the corporation in 
dealing in its own stock’; and accordingly held that taxable gain was realized 
even though the taxpayer “dealt in its own stock for a purpose wholly unrelated 
to the profit involved.” As the court further stated, “The emphasis has been 
on the final result from the buying and selling and not on the motive. The 
determining factor has not been whether the purpose of the dealings could have 
been achieved by dealing in the stock of another corporation, but whether the 
transaction resulted in a ‘capital adjustment’.” 

Accordingly, it is the opinion of this office that in the event Wilcox Oil Co. 
should dispose of 18,000 shares of its Treasury stock or any part thereof to its 
officers and other key employees pursuant to the restricted stock option plan 
referred to hereinabove the gain upon such disposition of said treasury stock will 
be recognizable for income-tax purposes in accordance with the provisions of 
section 29.22 (a)—15 of regulations 111. From the facts submitted said treasury 
stock appears to constitute capital assets in the hands of the company within the 
purview of section 117 of the code, and the gain realized from the sale will there- 
fore constitute capital gain for Federal income-tax purposes. 

Very truly yours, 
NORMAN A. SUGARMAN, 
Assistant Commissioner. 
By H. T. Swartz, 
Head, Technical Ruling Division. 

Mr. McCrure. If the Commissioner’s regulations are to stand it 
would be much better for Wilcox Oil Co. to go into the market, buy 
the stock at $28 a share, earmark those shares as the ones to be sold 
to the key employees, sell those shares to the key employees at the 
option price of $22 a share, and end up taking a tax loss of $6 a 
share. 


Under the court’s decision, and under the Commissioner’s regula- 
tion, you may earmark shares of stock as you buy them. 

It is quite obvious that when a corporation uses its own treasury 
stock in connection with a restricted stock option plan, for that pur- 
pose and that purpose only, it is not dealing in its own shares for the 
purpose of making a profit, but rather to build goodwill among the 
employees. Such a purpose tends to build a stronger corporation and 
should be augmented by legislation to accomplish the end result. 

I submit that Congress should give recognition to the merits of 
H. R. 4311 by enacting legislation ‘to further the purpose of the re- 
stricted stock option plan contained in section 130A of the Internal 
Revenue Code. 

In conclusion I would like to add that under the regulations we 
could use the authorized but unissued stock upon which neither gain 
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nor loss would be recognized. To do so, however, we would have to 
register the stock on the New York Stock Exchange (the treasury 
stock is registered but the unissued stock is not). In addition we 
would have to clear with the Securities and Exchange Commission. 
Further, some questions would probably be raised by the New York 
Stock Exchange or the Securities and Exchange Commission against 
Wilcox Oil Co., using the authorized but unissued stock in view of the 
large number of shares in the treasury. 

Moreover, from a management st: andpoint the members of the board 
of directors would much prefer using the treasury stock, 

[ want to thank the chairman and the committee for this oppor 
tunity to be heard. 

The CuarrmMan. We thank you very much for your statement. 

Are there any questions? Mr. Kean will inquire. 

Mr. Kean. What is the par value of that stock ¢ 

Mr. McCuiure. There is no par value. It is stated on the books as $5. 
It isa Delaware corporation, sir. 

Mr. Kean. Of course if you sold this treasury stock, there would 
be a considerable profit to the corporation which in no w: ay would 
be taxed ; would it ¢ 

Mr. McCuiure. That is correct. I would like to change that to say 
that we had a profit, I think ,when we bought the stoc k. When you 
sell a share of stock for $100 and buy it back at $50, I think you have 
your profit there. The Commissioner taxes it, however, when you 
sell it the second time. 

Mr. Kean. If you sell it at $5 and bought it back at $7, that would 
be a loss. 

Mr. McCrurr. We would have a loss. That would be the same 
way as you treat a bond. 

Mr. Kran. But you say the stock was originally issued at $5. 

Mr. McCuiure. No, sir; it was issued for much more than that. It 
was issued for about a hundred dollars a share, originally. 

Mr. Kean. You say it is on the books at $5 ? 

Mr. McCuvure. That is the stated value of $5 a share. 

Homer Wilcox turned in approximately a hundred dollars a share 
at the time the corporation was formed, and there was a capital surplus 
set up at that time. 

Mr. Kean. Of course, this would be a temptation for anyone who 
had stock which they had a profit on to issue it under the stock-option 
plan. I can think of a corporation now which I happen to be con- 
nected with which has treasury stock which they paid about $40 a 
share for, and whic h is now worth about a hundred. The corporation 
needs some money and would like to sell the stock. but they think 
about the profit. 

Mr. McCuiure. To that I would like to make two observations: 
This plan is to deal with restrictive stock-option plans only. Nothing 
else. You cannot go out in the market and sell it. 

Mr. Kran. No; but it could get some of the money. 

Mr. McCivure. And my second observation is 1 wonder what was 
behind the Commissioner’s decisions up to 1934 treating the sale of 
capital stock as capital transactions for which ne ither gain nor loss 
resulted. I still think the purchase and sale of capital stock should 
be regarded as capital transactions. 
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Mr. Kean. It would be a capital gain and not a straight gain, 
wouldn’t it, under the regulations? 

Mr. McCuvure. Yes, sir. But we can take the tax loss. We can go 
out and buy the stock today at $26 a share, earmark it, and the Com- 
missioner’s regulations so recognize, and sell it for $22 to the key 
employees and take a tax loss. 

Mr. Kran. They allow a tax loss on that? 

Mr. McCuiure. Sure they do, and the regulations so state. You 
may earmark the shares that you buy. We do not want to do that. 

Mr. Stwpson. Of course, at the time the corporation was formed 
the regulations would permit what you now want to do. 

Mr. McCrvure. That is correct. In 1918 the corporation was 
formed. 

The Cuarrman. We thank you very much, sir, for your statement. 

Mr. Sadlak, did you have a question ? 

Mr. Sapiak. No; I have no question. But before you call the next 
witness, earlier today I asked a question of Mr. Phelan and I want 
to ask unanimous consent that that information might follow in reply 
to the question that I put to Mr. Phelan. 

The CuatrMan. Without objection, it is so ordered. 

The next witness is Mr. A. L. Stott, treasurer, American Telephone 
& Telegraph Co. Weare glad to have you here, sir. 

Mr. Storr. Thank you, sir. 

The Cuamman. Will you give your name and the capacity in 
which you appear for the record. 


STATEMENT OF A. L. STOTT, TREASURER, AMERICAN TELEPHONE 
& TELEGRAPH CO. 


Mr. Srorr. Mr. Chairman and gentlemen of the committee, my 
name is Alexander L. Stott, and I am treasurer of the American Tele- 
phone & Telegraph Co. The American Co., with about 1,240,000 
stockholders, is the parent organization of the Bell System, a group 
of companies engaged in providing telephone service throughout the 
United States. These companies have in the aggregate some 700,000 
employees. 

I appreciate this opportunity to present to you the facts regarding 
the operation of the Federal tax laws on the employees’ stock plan 
of the A. T. & T. Co. I should like to tell you the harsh tax treatment 
accorded employees purchasing shares under our plan and to suggest 
certain modifications of the Internal Revenue bode which, in my 


opinion, would provide more fair and equitable tax treatment. 

The A. T. & T. Co. has had plans in operation from time to time 
since 1915 under which employees of the Bell System companies have 
been entitled to purchase American Co. stock on an installment basis 
through regular payroll allotments. Under these plans the A. T. & T. 
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Co. has raised and is continuing to raise large amounts of needed 
equity capital for the construction of telephone plants in the United 
States. At the same time employees are given an opportunity, through 
systematic savings, to acquire an interest in the business. In the 
period since Wor ‘Jd War II alone about 250,000 employees of the Bell 
System companies have _purchi ised stock of the American Co, through 
these plans and about $360 million in equity capital has been raised 
through this means. 

Generally speaking, there are two distinct types of plans in Ameri- 
can industry under which stock is sold by companies to their employees. 
One is the capital-raising plan such as ours under which the general 
body of employees may acquire a stock interest through system: tic 
savings; the other is the widely used incentive- option plan for top 
management under which executives are given stock options as com- 
pensation for their services. 

Our basic difficulty with the Federal tax laws relating to the pur 
chase of stock by employees as these laws have been administered is 
that they have not properly distinguished between these two types of 
plans. Rules developed to cope with problems raised by the incentive- 
option plans for top management have been applied with full force 
to the capital-raising plans, with, we believe, hardship and unjust 
consequences to employees purchasing stock under the latter type of 
plan. The addition of section 130A to the Internal Revenue Code 
clarified the tax position of the incentive-option plans, but has really 
confused more than it has benefited the position of the capital-raising 
plans. 

Additional compensation is the essential element of the incentive- 
option plan for top management. As compensation for his efforts, 
the executive is given something of value, perhaps of great value, in 
the form of an ‘option to purchase stock at a fixed price, with no 
prior investment on his part. The executive may never exercise the 
option and never make any investment in the business unless the stock 
rises substantially in price. The business reason for such a plan is 
to provide additional compensation for the executive. It is not to 
attract capital from him. 

The purpose of our employees’ stock plan is quite different. The 
primary purpose is to raise capital, and the opportunity to buy stock 
is extended to our employees when the business needs new capital to 
build telephone plants. We have purposely avoided in our plan the 
speculative elements inherent in the incentive-option type of plan. 
No officer of the A. T. & T. Co. is eligible to participate in our plan. 
Our plan offers the general body of employees an opportunity to save 
systematically and is designed to induce employees to invest their 
savings in the telephone business. I believe that this is important to 
the American economy since it gives employees an opportunity to 
acquire a stake in the American free- enterprise system on a fair basis. 

I have prepared a chart, labeled “Exhibit A,” showing the growth 
of the Bell system telephone-plant investment from 1920 to date. 
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EXHIBIT A 


Growth of Bell System Telephone Plant Investment 
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Mr. Storr. In the expansion periods following World Wars I and IT 
the A. T. & T. Co. offered large amounts of new stock te its share- 
holders either directly or through convertible debentures and also 
offered stock to Bell System employees through stock purchase plans. 
Over 12 percent of the common stock capital raised by the Bell System 
in the great expansion periods following the two world wars was 
raised through the purchase of shares under our employees’ stock 
plans. I should observe here that the A. T. & T. Co. stock represents 
practically the entire equity capital of the Bell System. 

Construction following World War II has more than doubled the 
plant investment of the Bell System. It has necessitated the raising 
of around 51% billions of new capital, which is more than the entire 
capital the system had raised in its first 70 years. Despite the tre- 
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ee postwar expansion of telephone plants, much still remains to 
be done in raising capital to meet the military and civilian needs of 
the country for telephone service. 

I would like to describe our employees’ stock plans in a little detail 
and show how different they are from the incentive type plans for top 
imanagement. Our stockholders authorized these plans in 1946 and 
1950. The terms of the two plans are virtually identical. Under the 
1946 plan 2,800,000 shares were authorized for sale to employees, and 
under the 1950 plan 3,000,000 additional shares were authorized. The 
salient features are as follows: 

1. Stock is offered to all employees of Bell System companies with 

few months minimum service, except that officers of the A. T. & T. 
Co. are specifically excluded from participation. The total amount 
which any employee could purchase under the 1946 plan was limited 
to 50shares. A similar limitation is in the 1950 plan. 

2. Each eligible employee may purchase 1 share for each $500 of 
his annual basic pay, subject to the 50-share limitation. 

3. Payments for shares are made in installments of $5 per share per 
month, with no right of prepayment, and interest at 2 percent per 
year is allowed on the accumulated installments. 

The purchase price per share is determined after the completion 
of installment payments and is $20 below the average market price 
either for the month in which payments are completed or the succeed- 
ing month, whichever is lower, but in no event is the purchase price 
more than $150 nor less than $100. 

An employee may cancel his election to purchase at any time up 
to the 20th of the month succeeding completion of installment pay- 
ments and, at his choice, receive in cash the accumulation in his ac- 
count, including interest, or take the number of shares which that 
amount will purchase at a price $20 below the average market price 
in the month of cancellation. 

Employees have no rights as stockholders until certificates for 
their shares are issued. 

Participation or nonparticipation by an employee in the plan is 
voluntary and in no way affects the terms of his employment. 

I think it should be made quite clear that our employee stock 
purchase plan is not a top management plan. The provisions, par- 
ticularly those relating to eligibility and to the limitation on the 
number of shares which may be purchased, are designed to permit 
participation on a modest scale by the employee body generally. In- 
stallment payments are small enough so that they can be made by 
employees in all classifications and payments are made over an ex- 
tended period of time, usually well over 2 years to complete payments. 

Three offers of stock were made under the plan authorized in 1946. 
They were made in 1947, 1948, and 1950—each to about 600,000 em- 
ployees. About 235,000 employees on the average participated in 
these offers, purchasing an average of 5 shares apiece under the first 
2 offers and somewhat less under the 1950 offer. In 1952 an initial 
offering was made of the 3 million shares authorized in 1950. It was 
made to 619,000 employees and 273,060 elected to participate. The 
average subscription was six shares per participating employee. 

Installments are still being made on these purchases. I should 
like to tell you from a financial st: indpoint why we are convinced 
that our plan does not provide compensation to our employees. 

















418 GENERAL REVENUE REVISION 


The manner in which the prices is determined under our plan 
rests on the proposition that unless the price remains fair regardless 
of fluctuations in the market, installment payments will not be com- 
pletely by employees. A fair price cannot be determined until the 
time of completion of payments. The price formula is 20 points 
under the market at the time installment payments are completed. 
In the entire period since World War II, the formula has resulted 
in a purchase price averaging about 87 percent of market price at 
the time of completion of payments. 

In addition to assuring a fair price, the determination of price at 
the time of completion of payments takes the speculative element 
out of our plan. Unlike an incentive-option plan for top manage- 
ment, the employee does not get an option at a fixed price which 
gives him a “free ride” in a rising stock market. Under our plan, 
if the market is higher at the time of the completion of payment, 
the price of his stock is also higher. If the market is lower, the 
price to the employer is also lower. 

This price differential is not compensation and is not intended as 
such. It is merely the discount necessary to assure the successful 
sale of the large amount of equity capital involved in these trans- 
actions. 

A public offering of new stock in the amount of an offering under 
our plan would be far larger than any stock offering ever yet brought 
to market. For example, our latest offering involved about $300 
million per value of new stock. It is clear that any large offering 
must be priced at a substantial discount from market price to allow 
for the heavy pressure that the offering has on the market because 
of the supply of new stock being made available and the dilution 
of earnings per share. 

To test whether we are being fair in our offerings under the plan 
we have studied the action of a large number of corporations in pric- 
ing public offerings of their stock. The study, summarized on ex- 
hibit B, included an analysis of 42 successful common stock offers 
in excess of $5 million made within the last 5 years by electric utility 
operating companies to their shareholders, and this analysis shows 
an average discount from the market of 14.3 percent. Our study 
also included an analysis of offerings made by companies other than 
utilities, and we found that the average discount was greater than 
15 percent, 

(Exhibit B follows.) 
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Mr. Srorr. For the 2,738,000 shares issued under the offerings made 
prior to 1952, the price formula under our plan resulted in a discount 
of about 13 percent from the market price. This is less than the 
average discount experienced by the electric utility companies and 
other companies in raising their equity capital. We believe this shows 
that the discount is no more than is necessary to assure the successful 
sale of the large amounts of equity capital that we have already raised 
and hope to raise under our employees’ stock plans. 

Another, and we believe very pe ae asive, test of the price formula 
is how the offerings have actu: ally | ween received by employees. Not- 
withstanding the price differential of $20 a share, less than one-half 
of the employees have ever participated in any offering. A total of 
3 offerings were required to dispose of the 2,800,000 shares authorized 
in 1946, although all could have been purchased on the first offering 
had employees ‘fully participated, Again, all of the 3 million shares 
authorized in 1950 could have been subscribed for under the initial 
offering of those shares in 1952, but subscriptions were received for 
only 1,830,000 shares, and on the basis of our experience so far prob- 
ably only about 1 million of these will eventually be purchased under 
that offering. If compensation were actually involved in the plan, 
a far higher participation obviously would have resulted. 

Another reason why we are convinced that no element of compen- 
sation is involved in the differential between market price and pur- 
chase price is that if any substantial portion of the employees tried 
to realize the differential by selling their stock there could be only 
one result—a sharp decline in the market price of the stock. In such 
event, the differential would rapidly disappear. ‘The average number 
of shares reported sold daily on the New York Stock Exchange during 
the month that shares were delivered after completion of installment 
payments under the 1947 offering was about 5,500; under the 1948 
offering about 6,600; and under the 1950 offering, about 8,800. The 
total number of shares delivered to employees during the month fol- 
lowing completion of installment payments under these offerings 
ranged from about 900,000 under the first offering to 600,000 shares 
under the third. The impact on the market of the sale of any sub- 
stantial portion of these shares in order to realize on the anticipated 
differential can readily be imagined. 

Another point I would like to emphasize is we are not alone in our 
opinion that there is no element of compensation involved in our plan. 
Lybrand, Ross Bros. & Montgomery, the independent accountants 
who examine our accounts, are thoroughly familiar with our plan and 
agree that it involves no element of compensation. 

Further, the Federal Communications Commission which regulates 
our accounts, has ruled that there is no element of compensation in 
the differential between market price and the sale price which is to 
be recorded in the accounts of the Bell System companies. 

In 1946, prior to making the first offer under the employees’ stock 
plan approved by the stockholders in that year, the American Co. 
asked the Bureau of Internal Revenue for a ruling as to the tax con- 
sequences of our plan. Several years later, after various discussions 
with the Bureau, the company offered to enter into a closing agree- 
ment under which the differential between market price and purchase 
price would not be considered taxable income to the employees and 
would not be claimed as a tax deduction by the employing companies. 
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In spite of the fact that our proposal was, in our opinion, correct under 
tax law and would have produced millions of dollars in additional 
tax revenue for the Government, the Bureau in 1949 denied our request 
for a closing agreement and held that the entire differential was to 
be considered as income which would be taxable as compensation to 
the participating employees. 

The American Institute of Accountants in its Accounting Bulletin 
No. 37, which deals with accounting for compensation in the form of 
stock options, points out that in many cases stock-option plans may 
be intended as an important means of raising capital. The bulletin 
states: 

Where the inducements are not larger per share than would reasonably be 
required in an offer of shares to all shareholders for the purpose of raising an 
equivalent amount of capital, no compensation need be presumed to be involved. 

In view of the facts which I have just stated concerning our plan, 
I believe that the 1949 ruling can only be explained on the theory 
that the Bureau was strongly influenced by the strict principles it 
had been trying to establish over the years to tax as compensation the 
profits under the incentive- option type of plan. In 1945, in the case 
of Smith v. Commissioner, involving a stock option which was admit- 
tedly Seep to an executive as compensation, the Supreme Court 
upheld the Government’s position that the entire difference between 
the option price paid for the stock and the market value of the stock 
when acquired was compensation to the individual involved. Fol- 
lowing this decision the Treasury Department issued T. D. 5507, 
which is still being followed today in cases not covered by section 130A, 
providing that in all cases where the price paid by an employee for 
stock issued to him by his employer is less than fair market value, the 
full differential is to ‘be considered as being “in the nature of compen- 
sation” and therefore taxable as such to ‘the employee. This was « 

change from the previous position of the Bureau that any such differ- 
ential was includible in gross income only to the extent that it was 
actually compensation. 

By its 1949 ruling on our plan, the Bureau attempts to create income. 
Though no compensation is intended, and none granted, the Bureau 
nevertheless holds that it exists. The distinction between the capital- 
raising type of plan and the better-known incentive-option type of 
plan for top management is entirely ignored. We believe this is a 
fundamental error—either in the law itself or in the Bureau’s inter- 
pretation thereof—that needs to be corrected so that the employees of 
the Bell System companies and others who may be in a similar situa- 
tion may receive fair and proper tax tre atment. 

I should like to explain the impact on our plant of section 130A 
of the Internal Revenue Code, enacted in 1950. At the outset I want 
to make two things clear: First, that section 130A does not in our 
opinion produce proper tax treatment to our plan because under it 
the differential is still treated as compensation to the employees; and, 
second, that section 130A presents us and our employees with un- 
justifiably difficult and burdensome compliance problems. 

The provisions of section 130A are tailored to fit the incentive-option 
type of plan. Under this section executive incentive-option plans can 
readily be set up whereby executives may receive valuable options on 
stock and still have no income taxable as compensation. Plans de- 
signed to raise large amounts of equity capital at a fair price cannot 
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obtain such relief because of the price differential required to induce 
widespread participation by employees. 

Following the enactment of section 130A, the Bureau reconsidered 
its 1949 ruling to this company and, in 1953, ruled that purchases 
under our plan would in certain circumstances be subject to the provi- 
sions of that section. However, section 130A does not solve our prob- 
lems and our efforts to obtain what we believe to be equitable tax 
treatment for our employees have resulted only in confusion to the 
employees and in administrative headaches to ourselves. 

As pointed out previously, the price paid for a share of stock under 
our plan is not determined until after completion of the installment 
payments which may take up to 214 years. Under the Bureau rulings, 
if an employee disposes of stock acquired under our plan within 2 
years after the price is determined, the employing company must re- 
port to the Government as taxable compensation to the employee the 
differential between the purchase price and the market value on the 
date the shares were issued. 

Presumably the employee should then reopen his Federal income-tax 
return for the year in which the shares were issued. In many cases 
this will be his return for the second preceding year. The employing 
company should take an adjusting deduction on its return for the 
corresponding year. Attempting to determine whether transfers of 
employee shares are in fact dispositions for purposes of section 130A 
is a difficult job at best, and we have a great deal of trouble trying to 
explain it to our employee and trying to have it make sense to him. 

Furthermore, if the employee does not dispose of his stock within 2 
years, that is not the end of the matter. The possibility of unfair 
tax treatment continues until the employee eventually disposes of the 
stock or dies owning it. If he disposes of it—even by gift—or dies 
owning it, and if the market value of the stock at the time of his dis- 
position or death exceeds the price he paid for the stock, a portion of 
the market value must be reported in his return as taxable compensa- 
tion received at the time of the disposition or his death. That may 
be years after he received the stock—even long after he has ceased to 
be an employee of our system. 

The situation becomes even more complicated for the employee when 
he attempts to make tax adjustments to the cost basis of his stock be- 
cause of rights to purchase additional stock or convertible debentures. 
I am not sure that any employee will ever have a clear picture of what 
should be done in these circumstances, it is just so complicated. 

You might say that this is a matter between the Bureau and the 
employee and ask why the American Co. is objecting to it, particu- 
larly in view of the fact that a substantial tax advantage, potentially 
involving millions of dollars, may accrue to it through having the 
differential in price treated as compensation. The answer is that 
our plan is not designed to obtain tax advantages. It is designed to 
induce the investment of employee savings on a fair basis in the tele- 
phone business. When, therefore, our employees are taxed as receiv- 
ing compensation under the plan when that is not the fact, this unfair 
treatment impedes the functioning of our plan. It in turn interferes 
with our program for obtaining needed equity capital. With the sys- 
tem’s expenditures for new construction still running at over $1 billion 
annually, this is a matter of great concern to me as treasurer of the 
company. 
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As to our recommendation, we strongly urge that the tax position 
of capital-raising employee stock-purchase plans, as opposed to in- 
centive-option plans for top management, be clearly set forth in the 
law. This could be accomplished by adding a provision to the Inter- 
nal Revenue Code which would de: ul expressly with the capital-raising 
type of plan. The provision would exclude from gross income of the 
employee the differential between purchase price and market value 
of stock issued to employees under such a plan to the extent that such 
differential is not compensation. This would permit, without tax 
penalties, the reasonable underpricing of the stock required to induce 
employees to participate in the capital-raising type of plan. In these 
circumstances, the cost basis of the stock for purposes of determin- 
ing capital gain or loss would be the price paid by the employee. 

In conclusion I should like to summarize our position as follows: 

1. Our employees’ stock-purchase plan is designed to raise needed 
equity capital and to give our employees an opportunity, through 
systematic savings, to acquire an interest in our business. Since the 
end of World War II, some $360 million of equity capital has been 
raised through the offerings to employees and over 250,000 Bell Sys- 
tem employees have acquired shares. 

There is no element of compensation intended and none involved 
in our plan. The differential between purchase price and market 
value we believe represents only the discount necessary for the suc- 
cessful sale of such large issues of new stock. 

The differential should not be taxable as compensation but should 
enter into the determination of capital gain or loss at the time of dis- 
posit ion of the shares. 

4. Section 130A is not adaptable to and does not provide equitable 
tax treatment for capital-raising plans such as ours. Our plan has 
been ruled to be subject to its provisions but this has resulted only 
in OnE to employees and in difficulties to ourselves. 

The capital-raising type of plan and the incentive-option type 
of at each has a distinct function in our economy. Each has its 
own business purpose and the one type of plan should not be confused 
with the other. These inherent differences should be fully recognized 
in our tax laws. 

We are not asking here for a change in the tax laws which will 
result in a loss of revenue to the Government. On the contrary, it 
probably would mean additional revenue to it. 

I am happy to have had this opportunity to review the tax problems 
in connection with our employee stock-purchase plans and I hope that 
you will give serious consideration to clarifying the law as it relates 
to such plans. 

Mr. Kean (presiding). Does that complete your statement? 

Mr. Srorr. Yes, sir. 

Mr. Kean. I would like to ask you a question or two. 

When you present this table of the common-stock offerings to stock- 
holders, you are talking about an entirely different thing than what 
you are doing. The table shows examples of selling rights to stock- 
holders who already exist ? 

Mr. Srorr. That is right, sir. 

Mr. Kean. What you are talking about is selling to new stockholders 
and, therefore, I don’t think the fact that there is a discount on rights 
always considerably greater than the amount of discount that you 
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would get if you sold the stock directly to new people, has any bearing 
or affects the thing you are talking about in any way. 

Mr. Srorr. I would like to answer the question in this way: Most 
of the issues that I have gotten in that study were underwritten issues, 
and I believe that all of them—— 

Mr. Kean. They always underwrite, they are always underwritten 
away down, just in case of a collapse in the market or something of 
the sort. 

Mr. Srorr. Well, you have to be protected against that. But I be- 
lieve that most were underwritten and I believe that most were de- 
signed to get the best price they could. From the viewpoint of the 
issuing eer they managed to get a price which was about 15 
percent below the market price. From the viewpoints of our plans, 
we have managed to get stock at a price about 15 percent below the 
market price. 

We believe for the large amounts of stock that are involved that it 
has been from the company’s point of view, the employees’ point of 
view, the stockholders’ point of view, a fair price. You see the stock- 
holders had to waive their preemptive rights to these shares that have 
been issued, and presumably what we have had to do here is to get a 
price that was fair from the viewpoint of the stockholders, the em- 
ployees, and the company. 

Mr. Kran. You in fact sold what has ultimately resulted in stocks 
over the past few years. You have sold convertible debentures. 

Mr. Srorr. Yes, si 

Mr. Kean. Cert: sinls the discount on the convertible debentures 
was not more than a couple of percent ? 

Mr. Srorr. Yes, sir. 

Mr. Kran. How much? 

Mr. Storr. Well, what we have done is we put out our convertible 
debentures out between 15 and 20 points below the market price. We 
use convertible debentures really as a means of getting equity capital 
rapidly, somewhat different than other companies use them. 

Mr. Kran. Do you mean the price at which the bonds were con- 
vertible into stoc ‘k was 15 points below the market ? 

Mr. Srorr. Yes, sir. 

Mr. Kean. If that was the case, the convertible debentures would 
immediately have been selling up around 120 the day they were offered. 

Mr. Srorr. They immediately had substantial value, that is rig ght. 

Mr. Kran. But the day they were offered they were not worth far 
over par? 

Mr. Srorr. Yes, sir; they were. For example, we offered con- 
vertible debentures last year and during the offering period those 
debentures were worth, as I remember, around 115. That issue has 
been very substantially converted, and the reason it has been very 
substantially converted is that we made the conversion price $136 a 
share, which was and is now—let’s see, our shares are 154. It is 
pretty close to $20 below the market price. We have studied our 
convertible debentures also in this connection, and what we found 
is this, that we get large-scale conversions when there is a differential 
of around $20 between our market price and the conversion price. 
When that differential closes down very much, conversions begin to 
dry up. When it gets down to $10 or so, we get very, very small 
amounts of conversions. I would like to say this, too, in that same 
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connection, that we have gotten an average of about $131 a share for 
the shares issued under this employee stock plan the company has, 
which compares favorably with what we have gotten under the con- 
vertible-debenture method. So we are convinced in our own minds 
that there is no compensation formula in this thing. This is a dis- 
count necessary to make the thing go. It is an inducement you have 
to have. The other side of that is 

Mr. Kean. There certainly is to the individual, because if the in- 
dividual wants 5 shares of A. T. & T., he either gets it from the 
company at 135, or else he goes on the stock exchange and buys it at 
155, plus commission. So he certainly has had something. 

Mr. Srorr. Well, I would like to say this, that if the individuals 
generally try to get this so-called compensation, it cannot be done, 
because of the large amounts of shares that are involved. For exam- 
ple, under our first offering, made in 1946 and completed in 1950, we 
issued over a million shares. That represents over $130 million of 
equity capital. If you try in any way to put any substantial part 
of that on the market to realize this so-called compensation, you just 
couldn’t do it. Individuals might. 

Mr. Kean. He has gotten some favor; he has gotten some benefit; 
he has gotten something. You may not call it compensation, but he 
has 20 points. He has a hundred dollars on five shares. 

Mr. Srorr. He has gotten, sir, provided everybody doesn’t decide 
to do the same thing at the same time. He has the share of stock. 

Mr. Kean. I think the Department may be correct in saying that 
he has compensation. 

Mr. Srorr. Well, again, I don’t think it is. We do not believe it is 
for the reasons I have outlined: First, we do not know any way that 
we could sell the large amounts of stock we have sold under this thing, 
and get a better price. 

Mr. Kean. From the point of view of the company, I am not sug- 
gesting that the company is not doing what is best for the company. 
There is no question about that. That is, from the point of view 
of relationships with the employee, employer, and everything else. 
It is a very good thing for the company to have this, and it is also a 
field from which they can get the equity capital. But from the point 
of view of the employ ee, he has gotten something. 

Mr. Srorr. The employee has managed to buy stock. 

Mr. Kran. He has gotten an advantage somewhere. 

Mr. Srorr. He has managed to buy stock at a fair price. But the 
employees generally, I do not believe, can realize on this $20 differ- 
ential because it is simply impossible for the market to absorb the 
amounts of equity capital that we are talking about. You see, the 
whole issue under this plan is $360 million. It is staggering, it is a 
staggering amount of money. We have had to have this money to 
expand plant, as you probably know, on a scale that is perfectly un- 
precedented in the history of our business. When we got through 
World War IT, we had 2 million held orders. We have doubled our 
account. We have doubled our plant investment or more than doubled 
it. We have tapped every source of capital that we can. This, we 
believe, is a source that we have tapped at a fair price to the employees 
and to ourselves, and we do not believe that compensation is involved. 
Furthermore, if the Bureau had accepted our offer of a closing agree- 
ment in 1949, they would have gotten, the Government would have 
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gotten, more tax revenue out of the thing and more by millions of 
dollars. Because, you see, the deduction, if it is compensation, then 
it is deductible from the viewpoint of the employing companies. The 
employing companies pay taxes at far higher rates than the average 
employee. 

Mr. Kran. They do not pay 52 percent. 

Mr. Srorr. They do not pay 52 percent; that is right, sir. 

Mr. Kean. That is, most of them. 

Mr. Srorr. That is right. 

Mr. Kran. Are there any questions? 

Mr. Saptax. Mr. Chairman, I would like to say that Mr. Stott has 
certainly made a very comprehensive presentation, and for myself, 
that he has given the committee much valuable information about 
the company stocks and manner of issue. 

Mr. Kean. Thank you, Mr. Stott. 

Mr. Srorr. Thank you very much, sir. I appreciate the oppor- 
tunity. 

Mr. Kran. The committee will now stand adjourned until 10 
o'clock tomorrow morning. 

(The following material was submitted for the record on topic 15:) 


STATEMENT BY ELLSwortTH C. ALVorD, WASHINGTON 6, D. C., Re Topic 15, 
STocK OPTIONS 


The treatment provided in section 130A of the Internal Revenue Code is 
available only with respect to “restricted stock options,” and options which are 
subject to assignment may not be treated as restricted stock options whether or 
not they are actually assigned. While this may be a reasonable restriction with 
respect to options granted after the enactment of the Revenue Act of 1950, it is 
unfair to employees holding options granted prior to the enactment of section 
130A by the 1950 act, since these options may permit assignment even though the 
employees holding them have no intention of making assignments. Unfortunate- 
ly, if an option is modified now to include a restriction against assignment, it is 
treated as a new option, with the result that it often will fail to qualify under 
the other provisions of section 130A. 

Recommendation: Permit employees’ stock options granted prior to the Rev- 
enue Act of 1950 to be modified to prohibit their assignment without being 
treated as new options, 





PEAT, MARWICK, MITCHELL & Co., 
New York 5, N. Y., July 14, 1953. 
COMMITTEE ON WAYS AND MEANS, 
New House Office Building, Washington, D. C. 


GENTLEMEN: In connection with the current hearings before your Committee 
on Revision of the Federal Tax Laws, we are pleased to submit for the record 
certain recommendations and observations with respect to topic 15, “Stock 
options and deferred compensation plans.” 

Section 130A of the Internal Revenue Code which covers the treatment of em- 
ployee stock options should, we submit, be amended by inserting at the end of 
section 130A (d) (1) a paragraph reading as follows: 

“(D) Provided, however, the provisions of subparagraph (C) shall not apply 
if such option was granted after February 26, 1945, and prior to September 23, 
1950, and at the time such option was granted the option price was at least 10 
percent in excess of the fair market value at such time of the stock subject to the 
option.” 

The need for this amendment is, perhaps best illustrated by an example which 
has been drawn to our attention. 

In 1939 a family group (consisting of four brothers and their families) ac- 
quired a controlling interest of slightly over 50 percent in company A. Some 
time thereafter company A acquired company B through an exchange of stock. 
The “family group” had owned and operated company B for some years. This 
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increased their controlling interest in company A, and as of August 31, 1948, 
the combined holdings of the family group represented 58.46 percent of the total 
outstanding common stock of that company. 

During the period there had been some expansion of the company’s operations, 
financed primarily out of retained earnings or borrowed moneys. 

On August 31, 1948, options were granted to the four brothers, each to pur- 
chase 10,000 shares of common stock of company A, at $25 per share. Such 
options were exercisable over a period of not less than 5 years and not more than 
10 years. On the date the options were granted, the over-the-counter market on 
these shares was $21.50 bid, $22.25 asked, or a mean of $21.88. For the calendar 
year 1948, the range of the market was $22.50 high, $10 low and $20 last. Thus 
the option price was approximately 15 percent above the market value of the 
shares on the date the options were granted. These options were granted only 
after thorough discussion with and approval by the principal minority stock- 
holders. 

At the time the options were granted, these important minority stockholders 
were desirous of further expanding the operations of company A and it was 
expected that to accomplish this it would be necessary to issue additional common 
stock to raise cash for the purpose of acquiring related businesses. That, how- 
ever, would have resulted in a dilution of the family group control, which has in 
fact happened, as at the present time the members of the said family group own 
only 43.89 percent of the outstanding common stock. However, through the issu- 
ance of the options the family group was put in position to reestablish their ac- 
tual control of the corporation through the exercise of the options. They were 
not issued as a means of compensation (which is taken care of through a profit- 
sharing bonus arrangement) or to effect a distribution of earnings, something 
which the substantial minority interest would not have permitted in any way, 
but merely as an incentive to expand the business without losing control of 
the company. 

When the law was amended in 1950 no clear provision was made for the proper 
treatment of options, issued during the uncertain period from 1945 through 1950, 
which did not happen to comply with the amendment as it was later enacted in 
1950. 

The four brothers have, ever since 1939, served full time in the direct man- 
agement and operation of the business. 

When section 130A was enacted, it was specifically limited to optionees who, 
with their families, held less than 10 percent of the employer corporation stock. 
rhe regulations or rulings prior to the enactment of section 130A never imposed 
the 10 percent ownership limitation and the imposition of such limitation in 
section 130A should not be applied retroactively. The effect of the amendment 
now proposed is only to lift the 10 percent stock ownership rule from options 
granted after February 26, 1945, and prior to September 23, 1950, and only in 
cases where the option price was at least 10 percent in excess of the fair market 
value of the option stock at the time the option was granted. Thus the proposed 
amendment would apply only in cases complying fully with the intent of the 
amendment as stated in the Finance Committee Report No. 2375, which said: 

“Ordinarily when an option is used as an incentive device, the option price 
approximates the fair market value of the stock at the time the option is 
granted.” 

Furthermore, the effect of the proposed amendment would be to accord the 
options issued during the period of uncertainty substantially the same treat- 
ment as accorded by the Bureau of Internal Revenue to options granted on or 
before February 26, 1945, as set forth in I. T. 3795, C. B. 1946-1, page 15. 

The Finance Committee, in its report No. 2375, stated: 

“At the present time the taxation of these options is governed by regulations 
which impede the use of the employee stock option for incentive purposes. 
Moreover, your committee believes these regulations go beyond the decision of 
the Supreme Court in Commissioner v. Smith (324 U. S. 177 (1945)). The 
resulting uneertainty as to whether these regulations are in accordance with 
the law is an additional reason for legislative action at the present time.” 

While the enactment of section 130A laid down definite rules and removed 
the uncertainty for the future, it did nothing to elarify the status of options 
granted during the period of uncertainty refered to in the Finance Committee 
report. 

The amendment proposed would not affect options granted after the enact- 


ment of section 130A, September 23 ,1950. It is also consistent with the declared 








GENERAL REVENUE REVISION 429 


purpose of not penalizing incentive devices or impeding their proper use for 
inventive purposes. It was said in the Finance Committee Report No. 2375: 
“At the present time the taxation of these options is governed by regulations 
which impede the use of the employee stock option for incentive purposes.” 
Further, the proposed amendment is consistent with the principle adopted in 
section 130A which recognizes that the higher the option price when granted, 
in relation to market value, the more evident it is that the option is not being 
improperly employed. It adheres to that principle because it applies only if 
the option price when granted exceeds the then market value by 10 percent or 
more. 
Very truly yours, 
PEAT, MARWICK, MITCHELL & Co 
THOMAS J. GREEN, Partner 


STATEMENT OF AMERICAN FEDERATION OF LABOR RE Toprc 15, Stock OrprioNns AND 
DEFERRED COMPENSATION PLANS 


The American Federation of Labor continues to oppose legislation that will 
permit employees to purchase stock at less than market price and escape taxation 
on the difference between such purchase price and the value of the stock, which 
should be recognized as compensation and so taxed. Any plan of deferred com 
pensation for services currently performed should be recognized and opposed 
for just what it is—a method of tax evasion which should not be given legal 
sanction. 

The restricted stock option plan approved by Congress in 1950 under which an 
employee is relieved of payment of tax providing the option price at the time of 
the granting of the option is 85 percent or more of the fair market value of the 
stock constituted an opening of a tax loophole which should be closed. 





STATEMENT OF Det R. PAIGE, CHAIRMAN, TAXATION COMMITTEE, GEORGIA STATE 
CHAMBER OF COMMERCE, ATLANTA, GA., RE Topic 15, Stock OPTIONS AND DEFERRED 
COMPENSATION PLANS 


The treatment of stock options should be liberalized so that when properly 
safeguarded to prevent intentional tax avoidance, they would not be attended 
by an immediate income-tax liability to the recipient, nor constitute a deduction 
on the part of the corporation. 


STATEMENT OF THE AMERICAN INSTITUTE OF ACCOUNTANTS, New York, N. Y., RE 
Topic 15, Stock OPTIONS AND DEFERRED COMPENSATION PLANS 


1. Section 130A should be amended to permit the exercise of the option by 
the individual’s executor, administrator, heir, or legatee after the death of the 
individual employee without forfeiture of the special tax treatment accorded 
to restricted stock options. 

Regulation 111 provide in section 29.130A-3 that the special treatment 
accorded to restricted stock options shall apply only if the restricted stock 
option is exercised by the individual to whom it is granted and that it shall 
not be applicable with respect to stock transferred pursuant to the exercise 
of the option by his executor, administrator, heir, or legatee. Under this 
interpretation, if the employee exercises the option, it still qualifies as a 
restricted stock option even though he dies on the succeeding day. If he 
exercises the option during his lifetime with respect to only a portion of the 
shares and then dies, only the portion of the shares purchased by him during 
his lifetime qualifies as a restricted stock option even though his executor, 
administrator, heir, or legatee has the right and does exercise the option after 
his death with respect to the remainder of the shares. If the employee dies 
before exercising the option and his executor, administrator, heir, or legatee 
has the right and does exercise the option after his death with respect to the 
total number of shares, then none of the shares qualify as a restricted stock 
option. 

Under this interpretation an employee who holds a restricted stock option cov- 
ering stock which may have increased in value can hardly afford to die without 
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first having exercised the option. It is believed that this was not the intent of 
Congress, and many inequitable situations have arisen. It is recommended 
that the individual’s executor, administrator, heir, or legatee be permitted the 
same right of exercise of a restricted stock option for a reasonable period of 
time after the death of the individual employee without forfeiture of the special 
treatment accorded restricted stock options. 

2. Section 130A (e) should be amended to permit a modification of the terms 
of an option without forfeiture of the special tax treatment accorded a restricted 
stock option, provided that the modification does not result in more favorable 
terms to the employee-optionee. 

A modification, extension, or renewal of an option is treated as being a new 
option in effect except that the test of percentage of fair market value is to 
be based upon the fair market value on the date of the original granting of 
the option or the date of such modification, extension or renewal, whichever 
is the highest. It is recognized that this provision is intended to prohibit a 
possible increase in the number of shares, a possible downward adjustment of 
the purchase price, or a possible revision of the dates of exercise. Since the 
adoption of section 130A in the Revenue Act of 1956 many corporations have 
adopted stock option plans, and it is generally recognized that they have been 
meritorious and of benefit to business. However, experience has shown that 
in many instances minor revisions in the terms and provisions of a stock-option 
plan would be desirable for the purpose of clarification and practical operation. 
It is believed that modification of a stock-option plan should be permitted with- 
out forfeiture of the special tax treatment accorded restricted stock options, 
provided that the result of the modification does not make the plan more favorable 
to the employee. 


(The following is a resolution adopted by the Council of State 
Chambers of Commerce with regard to item 15:) 


“Srock OPTIONS AND DEFERRED COMPENSATION PLANS 


“The enactment by the Congress of section 130 (A) respecting employee stock 
options represented a reform which had been advocated by the Council of State 
Chambers of Commerce. The provisions and safeguards embodied in that sec- 
tion, while subject to still further liberalization, are approved in principle by 
the federal finance committee of the Council of State Chambers of Commerce.” 

The Georgia State Chamber of Commerce endorses the above resolution of the 
Council of State Chambers of Commerce. 


(Whereupon, at 12:22 p. m., the committee was recessed, to recon- 
vene at 10 a. m. Wednesday, July 15, 1953.) 
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WEDNESDAY, JULY 15, 1953 


House or REPRESENTATIVES, 
CoMMITTEE ON Ways AND MEANS, 
Washington, Bate 
The committee met, pursuant to recess for further consideration 
of general tax revision, the Honorable Daniel A. Reed (chairman) 
presiding. 
The CuarrmMan. The committee will come to order. 


TOPIC 16—PENSION AND PROFIT-SHARING TREATMENT 


The committee will hear from witnesses to present testimony on 
topic 16, Pension and Profit-Sharing Treatment. 

The first witness this morning is Mr. Scott P. Crampton, who is 
apearing on behalf of the American Bar Association. Is Mr. Cramp- 
ton here? 

Mr. Crampton. I am, sir. 

The CHairmMan. We are very glad to see you, Mr. Crampton. 

Mr. Crampron. Thank you. 

The Crarmman. Give your name and the capacity in which you 
appear to the reporter, and we will be ready to hear you. 


STATEMENT OF SCOTT P. CRAMPTON, ESQ., WASHINGTON, D. C., 
APPEARING ON BEHALF OF THE AMERICAN BAR ASSOCIATION 


Mr. Crampron. My name is Scott P. Crampton, and I am an at- 
torney at law, with offices in the Bowen Building, Washington, D. C. 
I appear on behalf of the American Bar Association at the request 
of Mr. Thomas N. Tarleau, chairman of the section of taxation. 

The CuairMan. Is Mr. Tarleau here ? 

Mr. Crampton. No; he is not. 

The American Bar Association has four recommendations to make 
with respect to pensions and profit-sharing plans. These are set forth 
in sections 102 through 105 of the bills introduced in the last session 
of Congress by Chairman Reed and Representative Camp, of Georgia, 
H. R. 4775 and H. R. 4825, 82d Congress, 2d sess. 

Now, Mr. Chairman, if it is agreeable to the committee I would like 
to follow the procedure which was used yesterday and ask leave to 
file my statement and then comment briefly on the four proposals 
which we have. 

This statement contains some invoked statutory language, and I 
think it is unnecessary to read it in its entirety. 

The Cuatrman. Very well. Of course, we do like to follow your 
statement word by word. 
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Mr. Mason. But it does save time to abbreviate it, Mr. Chairman. 

The Cuamman. Yes, it does. You may proceed in the way you 
request, Mr. Crampton. 

(The statement submitted by Mr. Crampton is as follows :) 


STATEMENT ON BEHALF OF THE SECTION OF TAXATION OF THE AMERICAN BAR 
ASSOCIATION RE ToPprc 16, PENSION AND PROFIT-SHARING TREATMENT PROVIDED 
BY SECTIONS 165 AND 23 (P) 


My name is Scott P. Crampton and I am an attorney at law, with offices in the 
Bowen Building, Washington, D. C. I appear on behalf of the American Bar 
Association at the request of Mr. Thomas N. Tarleau, chairman of the section of 
taxation. 

The American Bar Association has four recommendations to make with respect 
to pensions and profit-sharing plans. These are set forth in sections 102 through 
105 of the bills introduced in the last session of Congress by Chairman Reed ana 
Representative Camp, of Georgia, H. R. 4775 and H. R. 4825, 82d Congress, 2d 
session. 

The first of the recommendations of the American Bar Association in this field 
relates to the exclusion from gross income of the employees of amounts paid by 
employers for life-insurance protection under pension plans created for the benefit 
of the employees. Where a plan provides retirement-income-insurance benefits, 
together with death benefits, the employee receiving the insurance protection 
under the present statute is deemed to receive current taxable income measured 
by the cost of the term life insurance for the year involved. The result is incon- 
sistent with the long-standing rule to the effect that group-insurance benefits are 
not currently taxable to employees. The amounts are generally small and the 
administrative difficulties far outweigh the advantage in revenue to the Govern- 
ment. Pension trust ruling 58, promulgated January 30, 1947, and revised March 
7, 1947, mitigates this burden somewhat, but does not cure the administrative 
nuisance, both to the Government and to employers and trustees, of treating the 
life-insurance factor as taxable income. The bar association proposes to elimi- 
nate the insurance factor of pension trusts from taxable income by an amendment 
to section 22 (b) of the Internal Revenue Code. 

The statutory language which we are proposing will be filed with this state- 
ment. 

Our next recommendation might be classed as a technical one, but we do desire 
to urge that employers on the accrual basis be allowed 75 days instead of 60 days 
within which to make contributions to trusts for their employees. This, it is 
thought, could be brought about simply by enlarging the period of time provided 
in section 23 (p) (1) (EB) of-the Internal Revenue Code. 

As the committee knows, the present law provides that an accrual-basis tax- 
payer is not allowed a deduction for accrued amounts under a pension or profit- 
sharing plan unless payment is actually made within 60 days following the close 
of the taxable year. Under many such plans the payments due from an employer 
are not known until the operations for the year have been audited. Whis is often 
difficult to accomplish within 60 days and the bar association believes the time 
should be enlarged to 75 days. This change would bring the pension-trust provi- 
sions substantially in line with the period allowed accrual-basis corporations that 
pay their charitable contributions after the close of the taxable year (sec. 23 (q) ). 
It also corresponds with the payment period allowed by section 24 (c) of the 
Internal Revenue Code. 

Our next recommendation relates to payments to union welfare funds which 
had been created under the Taft-Hartley Act. It is the belief of the American 
Bar Association that payments to these funds should be deductible as ordinary 
and necessary business expenses without regard to whether they qualify as deduc- 
tions under section 23 (p). 

As is generally known, these so-called union welfare funds, many of which 
provide pension or annuity benefits, have become increasingly prominent in labor- 
management relationships. It is understood that the Commissioner of Internal 
Revenue has taken the position that contributions by employers to funds which 
provide such benefits are not deductible for income-tax purposes unless they meet 
the requirements relating to conventional pension or annuity plans. The result 
of this position is to put in jeopardy the deduction of such contributions since 
it will be difficult in most cases, if not impossible, to meet the requirements of 
actuarial soundess applicable to deductions under section 23 (p). 
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we 


It is, therefore, proposed to remedy the situation by an amendment making 
it clear that the deductibility of contributions to welfare trusts should be 
determined under section 23 (a)—and not under section 23 (p)-—-where the 
welfare trusts meet the requirements of section 302 (c) (5) of the Taft-Hartley 
Act (29 U.S. C. A., see. 186 (c) (5)). In other words, under our amendment 
these contributions will have to be ordinary and necessary expenses to meet 
the requirements of section 23 (a), but they will not also have to meet the 
requirements of section 23 (p) which may be the case if their deductibility 
is governed also by the latter section. This is believed to be in accord with 
the intention of Congress which could hardly have intended that the 1942 
amendments to section 23 (p) and 165 of the eode should apply to these welfare 
trusts. 

Our last recommendation in connection with this topic would provide capital- 
gain treatment for lump-sum payments received by employees or their bene- 
ficiaries from an employee’s trust or from employee's annuities in connection 
with nontrusteed plans 

Under the present law, if the total distributions payable under a qualified 
pension or profit-sharing plan administered by a trustee are paid on account 
of the employee’s separation from the service and within 1 taxable year of 
the recipient, the amount of such distribution is considered a long-term capital 
gain to the extent that the amount exceeds the amounts contributed by the 
employee. ‘This provision is a very desirable one. If, when an employee 
retires and receives a lump-sum payment, he were taxed at ordinary income 
rates in 1 year on the total amount of distributions in excess of his contributions 
over a period of years, a large percentage of the amount he receives might be 
taken by the tax authorities. 

Subsection (a) of our proposal is an amendment to section 22 (b) (2) (B), 
to extend the same capital-gains treatment to nontrusteed plans. Where the 
particular pension or profit-sharing plan of a corporation is set up on an 
annuity basis rather than on a trust basis, there seems to be no reason why 
this technical distinction should mean a different method of tayation to the 
recipient of the payinents. 

Under subsection (b) of the bar association proposal, we suggest that sec 
tion 165 (b) be amended so as to extend the capital-gains treatment where 
the amount involved is paid because of the employee's death after his separa 
tion from service. In short, we submit that the long-term capital-gain pro 
visions should apply not only to situations where the payment is due to the 
employee's separation from the service, but also to situations where the payment 
is made because of the death of the employee following his separation. 

As I have mentioned before, the suggested statutory language to accom 
plish these changes, along with that for the other three amendments we have 
proposed, follows: 


“Sec. 102. Emproyees’ Trusts, Exctustons From Gross INCOME. 


“Section 22 (b) (relating to exclusions from gross income) is hereby amended 
by adding at the end thereof the following new paragraph: 


“(16) INSURANCE RENEFITS UNDER EMPLOYEES’ PLANS.—Compensation attribu 
table to the payment by an employer of the cost of life-insurance protection 
provided by retirement income insurance or similar insurance on the life of 
the employee, if such insurance is purchased to provide benefits under an em 
ployees’ plan which meets the requirements of section 165 (a).’ 

“Sec. 103. EmpLoyrees’ Trusts, DEDUCTIBILITY OF PAYMENTS BY EMPLOYER. 

“Section 23 (p) (1) (E) (relating to contributions of an employer to an 


employee's trust or annuity plan) is hereby amended by striking out ‘sixty 
days’ and inserting in lieu thereof ‘seventy-five days’. 
“Sec. 104. Union WELFARE Trusts, DEDUCTIBILITY OF CONTRIBUTIONS. 

“(a) Section 23 (p) is hereby amended by adding at the end thereof the 
following new paragraph: 

“*(3) Contributions by an employer to a separate trust for the purpose of 
providing pensions or annuities for employees, which trust meets the require- 
ments of section 302 (c) (5) of the Labor-Management Relations Act, 1947 (61 
Stat. 136, 157; 29 U. 8. C. section 186 (¢c) (5)), shall not be deductible under 
this subsection or be made nondeductible by this subsection but the deductibility 
thereof shall be governed solely by subsection (a).’ 

“(b) The amendment made by this section shall be applicable with respect to 
taxable years beginning after December 31, 1941.” 
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“Sec. 105. EMPLOYEES’ TRUSTS AND ANNUITIES, TOTAL DISTRIBUTIONS PAYABLE 
WITHIN ONE YEAR, 
“(a) The first sentence of section 22 (b) (2) (B) (relating to employees’ 
annuities) is hereby amended to read as follows: 

‘(B) EMPpLoyeses’ annuitirs.—If an annuity contract is purchased by an 
employer for an employee under a plan with respect to which the employer’s 
contribution is deductible under section 23 (p) (1) (B), or if an annuity contract 
is purchased for an employee by an employer exempt under section 101 (6), the 
employee or his beneficiary shall include in his income the amounts recived under 
such contract for the year received, except that if the employee paid any of the 
consideration for the annuity, amounts received as an annuity under such 
contract shall be included in his income as provided in subparagraph (A) of 
this paragraph: Provided, however, That if the total amounts payable by reason 
of an employee's separation from the service or by reason of the death of an 
employee, whe ther such death occurs before or after the employee's separation 
from the service, are paid to the payee within one taxable year of the payee, 
the sum of suc h payments, to the extent exceeding the amounts contributed by the 
employee, which last mentioned amounts shall be reduced by any amounts 
theretofore paid to him which were not includible in taxable income, shall be con- 
sidered a gain from the sale or exchange of a capital asset held for more than 6 
months: And provided further, That in determining, under the foregoing 
proviso, whether the total amounts payable with respect to such employee are 
paid to the payee within one taxable year of the payee, payments made with 
respect to such employee prior to such separation from service or death shall be 
disregarded.’ 

“(b) Section 165 (b) (relating to taxability of beneficiaries of employees’ 
trusts) is hereby amended to read as follows: 

‘(b) TAXARILITY OF BENEFICIARY.—The amount actually distributed or made 
available to any distributee by any such trust shall be taxable to him in the 
vear in which so distributed or made available, under section 22 (b) (2) as 
if it were an emplovee’s annuity and as if the amount contributed by the em- 
ployee to the trust were a portion of the consideration for the annuity contributed 
by the employee, except that 

“*(1) If the total distributions payable by reason of an employee's sepa- 
ration froin the service or by reason of the death of an employee whether 
such death occurs before or after the employee's separation from the service, 
are paid to the distributee within one taxable year of the distributee, the 
sum of such distributions, to the extent exceeding the amounts contributed 
by the employee, which amounts shall be reduced by any amounts theretofore 
distributed to him which were not includible in taxable income, shall be con- 
sidered a gain from the sale or exchange of a capital asset held for more 
than six months; and 

‘(2) 1f the total distributions payable with respect to any employee 
are paid to the distributee within one taxable vear of the distributee on 
account of any reason other than the employee’s death or separation from 
the service, the sum of such distributions, to the extent exceeding the sum 
of (A) the amounts contributed by the employee, which amounts shall be 
reduced by any amounts theretofore distributed to him which were not 
includible in taxable income, and (B) the amounts contributed by the em- 
plover for the benefit of the employee, shall be considered a gain from the 
sale or exchange of a capital asset held for more than six months; and 
‘(8) In determining, with respect to any taxable year, whether the 
total distributions payable with respect to any employee are paid to the 
distributee within one taxable year of the distributee, all payments made 
with respect to such employee prior to the last payment made in such taxable 
vear shall be disregarded.’ 
“(e) The amendmens made by this section shall be applicable with respect to 
taxable years beginning afier December 31, 1941.” 


Mr. Crampron. The first of our recommendations relates to the 
exclusion from gross income of the employees of amounts that are 
paid by employers for life-insurance protection under pension plans 
created for the benefit of the employees. 

The present regulations provide that if an employer covers his 
employees with group life insurance those premiums are not to be 
considered income to the employee, and we feel that substantially the 
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same treatment should be accorded life-insurance premiums paid by an 
employer where they are covered under a policy that has retirement or 
insurance benefits along with the simple group insurance, 

Pension trust ruling 58 has set up certain figures that we can use 
under the present proc edure, but I looked at the figures this morning, 
and the income to an employee who is 30 years old, and has $1,000 of 
insurance protection in a pension plan comes to, I believe, $2.53. Under 
the present procedure the employer would have to contribute that and 
the employee would have to take it up as taxable income. 

We think it is in the nature of a nuisance factor and should be 
treated the same as group insurance. 

Mr. Evernarrer. Mr. Chairman, may I ask a question ? 

The Cuamman. Mr. Eberharter. 

Mr. Eseruarrer. Do employers take out individual policies on em- 
ployees, as a rule? 

Mr. Crampron. They often do in connection with the pension trust 
program take out policies which will be carried along to provide an 
annuity for the employee. 

Mr. Eseruarrer. They do not take out those individual policies for 
the other employees generally, as I understand it. They only take 
out those individual policies for their officers and those in the very 
high-salaried group. Is not that the practice generally ? 

Mr. Crampron. Our proposal is not designed to cover those insurance 
policies on the highly paid officers, unless, of course, the officers are also 
covered under the overall pension program. 

This is simply a supplement to a pension and profit-sharing plan 
that has been approved by the Bureau of Internal Revenue. 

Mr. Evernarter. Then it would allow an employee who has the 
benefit of an individual insurance policy to escape taxation on the 
payments received by him in effect, the payments of the premiums on 
the policy; your plan would include that; would it? 

Mr. Crampton. Yes, sir, that would be true to the extent of the 
insurance factor. 

Mr. Exernarrer. And that would also include, in the case of part- 
nerships, relief from taxation for the money paid by the partnership 
firm for the premiums paid for the insurance of the partners? 

Mr. Crampron. This whole proposal only applies in the event you 
have a pension plan or profit-sharing plan which has been approved 
under section 23 (p) and 165 of the Internal Revenue Code. 

Mr. Eseruarrer. Thank you. 

Mr. Crampron. I might say, that as far as a statutory change is 
concerned, we are proposing only the addition of a new paragraph 
to section 22 (b), and that is contained in our statement. 

Our next recommendation might be classed as a technical one. It 
is simply a change from 60 days to 75 days of the period of time 
within which an accrual basis corporation may make its payments 
under section 23 (p) (1) (E) of the Internal Revenue Code. 

This is to bring the present provisions relative to trusts in line with 
those in relation to contributions and those in relation to 24 (c) where 
you have payments from a corporation to officer stockholders. There, 
again, our statutory change is only changing 60 days to 75 in the 
statute. 

Mr. Mason. That is only a refinement, then, in order to get it paral- 
lel with other things in the code? 
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Mr. Crampton. Yes, sir, exactly. 

Our third recommendation relates to union welfare funds which 
have been created under the Taft-Hartley Act. Section 23 (p) (1) 
now provides under subparagraph (1) : 


GErNERAL Rute.—If contributions are paid by an employer to, or under a stock 
bonus, pension, profit-sharing, or an annuity plan— 


then I am omitting some— 


such contributions or compensation shall not be deductible under subsection (a), 
but shall be deemed deductible, if deductible under subsection (a) without regard 
to this subsection, under this subsection but only to the following extent. 

Now, the Bureau takes the position that if you do make a payment 
to a union welfare fund, the fund has to comply with the detailed 
provisions of the pension trust laws as to actuarial soundness of the 
fund and that unless it does so it is not deductible under section 23 (p), 
nor is it deductible as an ordinary and necessary business expense 
under section 23 (a). 

I believe that turns on the statutory language I have just read. 

It is our position that when you do have a welfare fund created 
under the Taft-Hartley Act payments to it are, in effect, an ordinary 
and necessary expense of doing business. It is part of the cost of your 
labor and it Should be deductible without regard to whether or not the 
fund meets the requirements of actuarial soundness. Our proposed 
change in that regard is simply the addition of a paragraph to section 
235 (p). 

Mr. Mason. But would not that encourage the setting up of funds 
that would not be sound? Would not that encourage the setting up 
of maybe phony funds that would not meet actuarial standards? 

Mr. Crampron. I believe that in many of these funds there has 
been no attempt to meet actuarial standards. 

The Taft-Hartley Act provides that you create a fund for the wel- 
fare of your people and you appoint a trustee. The union will appoint 
a trustee, and then there is a provision for a third trustee. They are 
to administer it under certain provisions, but the parties have not 
attempted to comply with actuarial requirements. 

Our whole point is that if, through negotiations, you end up with 
such a fund, payments to it are a cost of doing business, and it should 
be deductible. 

Our fourth recommendation relates to the treatment as capital gain 
of amounts paid to employees at the conclusion of a profit-sharing or 
pension plan. 

Under the present law if a distribution is made because of an em- 
ployee’s separation from the service and within 1 taxable year the 
amount of the distribution is considered to be a long-term capital 
gain to the extent that it exceeds the employee’s contr ibutions. 

This provision we believe is a very desirable one because it avoids 
lumping the distribution as a part of ordinary income in a year when 
an employee retires. 

Our whole proposal is to extend this capital gain treatment in the 
case, first, of nontrustee plans, that is, where an employer takes out 
an Sree on the life of the employee and he receives the benefit of 
it in 1 year, and, second, to provide the same capital gain treatment 
for his etek or beneficiary, if he died, but after being retired for 2 or 
3 years, 
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As it now stands if he receives retirement income for 18 months 
and then dies, the balance of it is taxable as ordinary income. We 
believe it should be capital gain. 

Our statutory language to cover these changes is set forth in our 
prepared statement. 

‘The Cuarrman, Does that conclude your statement, Mr. Crampton? 

Mr. Crampton. Yes, sir, Mr. Charman. 

The CuarrMan. We certainly thank you very much for your state- 
ment and for your contribution. 

Mr. Mason. I would say that it is a very sound recommendation. 

The Carman. Yes, very much so. 

Mr. Crampron. Thank you, Mr. Chairman, and gentlemen of the 
committee, 


STATEMENT OF PAUL WHITESIDE WILLER-PETERSEN, CHICAGO, 
ILL., AND HUTCHINSON, KANS. 


The Carman. The next witness is Mr. Paul Whiteside Willer 
Petersen of Chicago, I1]., and Hutchinson, Kans. 

Mr. Witver-PerersEn. Yes, sir. 

The CuarrMan. We are very glad to have you with us, Mr. Willer- 
Petersen. 

Mr. Witter-Perersen. Thank you, Mr. Chairman. 

The CuHairMan. Will you give your name and the capacity in which 
you appear to the reporter? 

Mr. Witier-Prrersen. My name is Paul Whiteside Willer-Petersen. 
I have an office at 900 North Michigan, Chicago and also one in 
Hutchinson, Kans. I am an independent person, ‘and I do not repre- 
sent anybody here but myself. 

The Cnatrman. Thank you, sir. 

Mr. Wiuxer-Perersen. I make a living setting up pension- and 
profit-sharing trusts in Kansas, Illinois, and other States of the 
country. 

[ hope that my accent is not going to bother you gentlemen. 

I have three points that I would like to bring before the com- 
mittee. 

The first point concerns the “little fellow” in pension plans or profit- 
sharing retirement plans. 

This first point of mine is essentially the same as the first point just 
made under the recommendations by Mr. Crampton on behalf of the 
American Bar Association, on page 5 of their statement. Therefore, 
there is not much point in my going through my paper on that par- 
ticular point because it is simply secondary, a supplement to what 
Mr. Crampton has already said. 

The Cuarman. Would you like to have your whole paper included 
in the record ? 

Mr. Witaer-Perersen. Yes, sir. 

The CHairMAn. Without objection it is so ordered, and unless 
there be any misunderstanding with reference to the last witness, Mr. 
Crampton, it is understood that his paper will be included in the 
record. 

You may go right ahead with reading your statement if you desire. 
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Mr. Witter-Petersen. Under a present statute, premiums paid by 
an employer on group term life insurance are not considered income 
to the insured employee. 

When a pension plan is installed and paid for 100 percent by an 
employer for employees, and such plan is set up without being imple- 
mented by life insurance but includes fixed benefits in the event of 
death, no income tax is exacted from the insured employee on account 
of such benefit. 

In installing many pension and profit-sharing retirement plans, 
however, it has been found desirable to implement the plans with so- 
called “permanent” life insurance, issued on an individual life in- 
surance policy basis, or on a so-called group-permanent policy basis 
(in either case, so-called “ordinary life” or still higher premium life 
insurance contracts are used). 

In some cases, such a plan supplants a group term life-insurance 
program for those employees who become participants. In other 

cases, of course, such a plan supplements a group-term program. 

Ifa pension plan or profit sharing retirement plan is implemented 
with “permanent” life insurance in either of the two manners just 
mentioned, Internal Revenue Bureau practice makes that part of the 
premium which actuarially pays for the life insurance delivered under 
such implementation, e: ach year, a so-called “present benefit” to the 
insured participant, and hence makes such small amount constitute 
taxable income to him, which his employer must report on his form 
W-2 

It is here suggested that this is a socially undesirable situation and 
that it be corrected, for two reasons: 

Reason 1: The great majority of the amounts in question are small, 
but necessitate a not inconsiderable amount of work on the part of 
life-insurance companies, trust consultants, auditors, trustees, em- 
ployers, individual taxpayers, and the Internal Revenue Bureau itself. 

The consequent financial gain to the Treasury Department seems 
wholly disproportionate to the aggregate time and effort consumed in 
collecting this in total rélatively unimportant tax amount. 

Attached to this statement are two exhibits, A and B, which I shall 
not read, each of which is a listing of the 1952 taxable income reporta- 
ble by the individual taxpayers in each of two actual small pension 
plans from my files. 

Exhibit A shows a plan covering 47 present partic ipants on whose 
lives a total of 88 insurance policies are presently in existence. Each 
policy requires a separate calculation, which differs each year, for an 
average reportable taxable income of less than $10 per policy—less 
than $20 per partic ipant—and, therefore, roughly, an average of less 
than $6 tax for the Treasury Department per participant. 

Please follow me for a minute: To collect this tax requires from the 
life-insurance company a table showing a different figure per thousand 
for each age of each sex of participants for each year each of his 
policies is old. 

Now, the life-insurance companies make up those tables once and 
for all, but if the life-insurance companies bring out a new type of 
policy or if they just change the interest rates, as they have done 3 
times in the last 20 years, then they have to figure all of these tables 


over again. 
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Based on these tables, the trust consultant must furnish the trustees 
and the employer an individual calculation for each policy, differing 
each year. 

The employer must add these amounts to the form W-2 for each 
participant and such participant a include this amount in his 
reportable taxable i income for the yea This gives at least one more 
item for the employer’s auditor, for e: a individual t papeyer and for 
the Internal Revenue Bureau to check, each item a different amount 
each year. 

Just think of the complication for a trustee, for an employer or for 
a personnel manager to explain to an employee that he has to pay 
income tax on an amount of income which he does not get. 

Toa high-bracket man, where a substantial amount may be involved, 
such expla ination is perhaps not too difficult, but to an employee whose 
amount in question is only a very few dollars, the handicap becomes 
formidable. 

It does not seem unrealistic to estimate that the total aggregate 
time spent by all persons concerned on each individual tax collection 
comes to 2 or more man-hours. 

And all of that for an average of less than $6 in tax. Is it worth it? 

Exhibit B covers a plan for 46 present participants, a total of 74 
policies, for an average taxable income of less than $8 per policy, less 
than $12 per participant, or, roughly, an average tax of less than 
$4 per participant. The aggregate time and effort to collect this tax 
is no less than under exhibit A. In the economy of this Nation as a 
whole, is it worth it? 

Reason 2: The two exhibits taken together deliver, actuarially, 
about $250,000 of net death benefit for an aggregate yearly premium 
ascribable to the life-insurance element of less than $1,400, divided 
among 93 income-tax returns. 

If the same amount of group term life insurance was purchased 
instead, the premium would run some 30 to 50 percent higher, but 
no taxable income would result. Does that seem fair? 

It would also seem pertinent to ask: If the cost of a death benefit 
for an employee (paid 100 percent by his employer under a plan for 
all or a sihasactia’ group of his employees) does not technically con- 
stitute taxable income to the participant under some plans qualifying 
under section 165, why should 100 percent payment of such cost by 
an employer produce technically taxable income under other qualify- 
ing plans when there is no actual income to the participant under 
either of the plans? 

Yesterday you talked about the taxation of the death benefit itself, 
but I am talking about the cost of the death benefit that is paid for by 
the employer. 

It is respectfully suggested that our country can benefit greatly— 
and the Treasury Department lose but little—by having the cost of 
all death benefits under section 165 plans relieved of being declared 

taxable income to the insured participant. This is a point which was 
covered by the first witness, Mr. Crampton, representing the Ameri- 
can Bar Association; and if I may digress for a moment, the sugges- 
tion which the American Bar Association makes on page 5 of its 
statement is not correct. 

The American Bar Association suggests a change in section 102, 
22 (b), but it is not correctly worded. It is probably because the bar 
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association is not familiar with all of the details of the life-insurance 
field. I do not represent any life-insurance company, but I suggest 
that the amendment be changed to cover any type of life insurance 
under a section 165 trust, and not just the two types, “retirement 
income insurance or similar insurance.” That is the way their amend- 
ment reads. That is not broad enough, because in many of these 
trusts it is preferable to use the so-called ordinary-life-insurance policy 
with the privilege of converting such policy at retirement age, at age 
65, into an annuity; some other plans set up use a single-premium 
endowment life-insurance policy, and that would not be covered under 
this language. 

The effect would be the same as far as the taxation situation 1s con- 
cerned, but this language would not cover the whole field the way it 
should. If the words “provided by retirement income or similar 
insurance” are eliminated, the amendment will accomplish exactly 
what the American Bar Association has in mind, and not any more 
than just that. 

The speaker has been told that an important official has been or 
is coming before this committee with a recommendation that all group- 
life-insurance premiums be considered a “present interest” and thus 
be made to constitute taxable income to each insured. The irrevocably 
unavoidable result would be voluminous additional bookkeeping, red- 
tape, and explanation sessions, all for a largely incommensurate tax 
production. 

It may be argued that the exhibits herewith presented cover only 
small corporations with no large life-insurance amounts, either indi- 
vidually or in the aggregate. That criticism is quite true, but the 
minimum earnings under exhibit A, for instance, aside from explain- 
able exceptions, happens to be just about $3,000 (in a small town in 
the middle of Kansas). Larger plans, of course, do catch individual 
sizable chunks of life insurance with concomitant good-size tax 
amounts. 

If I may be permitted to disgress I would like to say, Mr. Eber- 
harter, that you asked a couple of questions before. 

Partners cannot participate in this type of trust. In other words, 
if, in a partnership, life insurance is issued on the lives of each partner 
it could never be covered by the suggestion of the American Bar Asso- 
ciation or my suggest ion, because partners are, under the present regu- 
lations, exempted from participating in this type of plan under sec- 
tion 165, just as if a man is the head of his own business, which is not 
a corporation, he cannot be covered under these plans either. 

Mr. Enernarter. I just wanted to make sure that partners would 
not get the benefit of this relief from taxation by taking out a big 
polic y. 

Mr. Wiitrr-Perersen. They cannot. They would not have a chance 
of benefiting under this provision. 

Mr. Esernarter. Thank you. 

Mr. Witter-Perersen. Now, should such important officiai prevail 

upon this committee to keep in force the “present interest” tax on the 
cost of some section 165 death benefits, and, perhaps even succeed in 
making group-life-insurance premiums paid by the employer taxable, 
it is respectfully suggested that an exemption be inserted in such con- 
templated statute. Such exemption might, for instance, be limited 
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to the first $5,000 of death coverage, thereby sparing many million 
“little fellows” this nuisance, 

The Cuarrman. I would like to ask a question, Mr. Willer-Petersen. 
Under this system of making these payments taxable I should think 
that the clerical work involved and the legal work on what the little 
fellow would have to pay would almost eat up any benefits that they 
would get. 

Mr. Witter-Perrersen. You mean that the little fellow would get 
or the Treasury Department ? 

The Cuarrman. The work of the Treasury Department, of course, 
would eat up the benefits. 

Mr. Witier-Perersen. That is exactly my point, that the benefit to 
the Treasury Department is completely disproportionate to what it 
costs the Nation as a whole to do that work. 

The Cuarrman. And for the amount of time consumed on the part 
of the employees ? 

Mr. Wiuier-Perersen. Yes, sir; that is just my point, Mr. Chair- 
man. 

My second point refers mainly to profit-sharing retirement plans, 
and is this: 

In no place does section 165 specifically require that a profit-sharing 
retirement plan be “permanent.” Nor does section 165 require or 
define any specific contribution formula for such plans (except for 
top limits). The pertinent regulations have read the Bureau's idea 
of “permanency” into the application of the statute. Internal reve- 
nue practice also requires the insertion of a definite contribution for- 
mula in each plan before approval is intimated. To effect changes in 
a formula once inserted has in many cases become an ordeal. 

As is probably well known to the committee members, several law- 
suits—most notably perhaps the Lincoln Electric case—have been the 
consequence of these eaaaliane, 

The Cuamman. Is that the profit-sharing plan of the Lincoln Elec- 
tric Co. in Cleveland? 

Mr. Witter-Perersen. Yes, sir. 

The Cuatmman. Thank you. 

Mr. Witxer-Petrrsen. Nominally, the Internal Revenue Bureau 
permits formula changes for “good and sufficient business reasons,” 
but many a time what is considered sound business reasons by a cor- 
porate management is not acceptable to the Internal Revenue Bureau 
as sufficient basis for the change. 

It is far from the speaker’s intention to suggest that there should be 
no restrictions in effect with regard to “permanency” or changes in 
contribution formulas, but it is suggested that a 100-percent discretion 
in the Internal Revenue Bureau, with its widely divergent interpreta- 
tions in the various sections of the country, is an undesirable state 
of affairs. o 

The present section 165 statute is nearly 11 years old; it is respect- 
fully submitted that enough experience 1s by now on hand to better 
definitize these two aspects of the law. To use a trite but true cliché: 
business can adapt itself to almost anything, provided only it knows in 
advance what it can or cannot do. The present insecurity of what to 
expect hampers the establishment of additional plans—a loss to so- 
ciety as a whole. 
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The CuatrmMan. Can you tell me, approximately, how many of 
these pension plans have been approved by the Treasury ? 

Mr. Witter-Petersen. About 15,000. 

The Carman. 15,000? 

Mr. WiLLeR-PETERSEN. Yes. 

The Cuamman. Thank you. 

Mr. Witter-Perersen. That number is about a year old, and there 
are, roughly, probably between 7 million and 10 million people covered 
by them. Some of them are very large. 

The Cuarrman. Thank you. 

Mr. Witver-Perersen. The third point refers to both profit-sharing 
retirement trusts and pension trusts. It is of wide general interest 
because it is of particular interest to millions of e1 nployees. 

When the « mployment of a participant in such a trust is terminated 
prior to his retirement, he usually, and, in the opinion of this worker 
in the field, quite rightly, holds a vested interest of some consequence 
in the trust. 

Under some plans, such vested interest is paid out at the time of 
termination of his employment, or within a few months after such 
termination. To do so is hardly socially sound, because it tends to 
put a premium on quitting. 

In my personal experience I have seen a couple of cases where a man 
could quit a company and because of this plan he could lay his hands 
on a couple of thousand dollars, and then he could get a job at a 
competing company at about the same wages. He simply quits in 
order to get his hands on the $2,000. Of course, he has to pay income 
tax on it. 

It is believed that the great majority of plans hold the vested inter- 
est of a departed participant in trust until his retirement or death. 

The length of time between such termination of employment and 
normal retirement age may run anywhere from a year up to 25 or 30 
years. In many cases several trusts, established by different employ- 
ers, each have some vested interest payable to a departed participant 
at kis normal retirement age, most often age 65. 

Whenever he leaves a trust the departed participant is usually pre- 
sented with some evidence of his rights, but as a practical matter, as 
years go by, such papers are often lost. Employers merge or change 
their names. Therefore, when a departed participant. reaches his 
normal retirement age, he is more than likely to be at sea with respect 
to whi at he has coming and from whom. The trustees of section 165 
trusts are ready and anxious to pay out whatever they owe, but they 
are apt to have lost all contact with the departed partic ipant. You 
have here a situation somewhat analogous to that of a bank searching 
for the owners of “lost” accounts. Such searches are time consum- 
ing and can prove very expensive. Several companies exist with this 
type of search their exclusive business; they advertise their facilities 
for tracing owners of lost accounts to trustees all over the country. 

We have, right here in Washington, the Social Security Agency, the 
record cards of which automatically comprise every departed par- 
ticipant from any section 165 plan. The trustees of private plans are 
eager to have departed participants contact them when their social- 
security pe nsion begins. The trustees would, therefore, welcome an 
opportunity to file with the Social Security Agency at the time the 
employment of a participant terminates, information as to the amount 
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such participant has coming from trust, and when it is due, that the 
Social Security Agency may give him such information when his old- 
age pension begins, or give it to his family in the event of his death. 

I may perhaps say that under the present Republican administra- 
tion I have not tried it, but under the previous administration I have 
tried to have the Social Sec urity Agency here in Washington accept 
such information, and I was advised that it could not be done, it 
could not be accepted without legislation authorizing it. 

It is respectfully suggested that legislation enabling the Social 
Security Agency to accept such information for filing with its records 
be included in the impending revision of the statutes. 

The Cramman. Thank you very much for your paper and your 
contribution and the benefit of your experience. Are there any 
questions ? 

Mr. Wiiier-Perersen. Thank you, Mr. Chairman and gentlemen 
of the committee. 

Mr. Stmpson. I have a question or two, Mr. Chairman. 

The CHatrMan. Mr. Simpson. 

Mr. Simpson. What would you have us do, sir—in effect, declare 
that the money paid for permanent life insurance by an employer be 
not treated as income to the employee ? 

Mr. Wiiter-Perersen. Yes, sir, I would make the same suggestion 
that the American Bar Association made, but simply not limit it to 
the two types of life insurance which they mention. Under the present 
statute if you use group term life insurance in one of these plans 
there is no tax. 

Mr. Simpson. I understand that. 

Mr. WiitEr-Perersen. And if you use group permanent insurance 
or ordinary life insurance, the part of the premium which goes to pay 
for the so-called cash value is never taxable, but the Treasury Depart- 
ment makes the insured report as taxable income that part of the 
premium which pays for the insurance proper, that premium part 
which actuarially corresponds to a group-term-life-insurance premium 
for the same amount of insurance. 

Mr. Simpson. You ask that it be exempted. Do you ask it on the 
ground of small amounts involved, or on account of the great amount 
of paperwork involved ? 

Mr. Witter-Perersen. They are small amounts. The average tax- 
able payment is a couple of dollars per thousand. 

Mr. Stmpson. What would you do with a man who paid on his in- 
surance every week, for one who is not in group insurance? He is an 
individual; would you exclude him, too? 

Mr. Wiiuer-Petersen. There is no income tax on what he pays. 

Mr. Stmprson. Why not ? 

Mr. Wiuuer-Perersen. Because he is using funds on which he has 
paid income tax. 

Mr. Srvpson. In the other case, that of the employer, there has 
been no income tax paid on that. Would you exempt the employee 
from having to pay any tax on the premiums for this permanent life 
insurance ? 

Mr. Wiuuter-Perersen. Yes, that is right. 

Mr. Simpson. But if he gets his pay and he pays his premiums 
every week or month himself he has to pay income tax on that? 

Mr. Witirr-Perersen. Yes, sir, that is right. 
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Mr. Stmpson. Do you think it is desirable to make such a distinc- 
tion between the two? 

Mr. Wiiier-Prrersen. There is such a distinction already, sir. 

Mr. Stupson. Tell me where. 

Mr. Wiiter-Perersen. For instance, if the employer pays a group- 
term premium on that. 

Mr. Simprson. But not group permanent life insurance? 

Mr. Witter-Perersen. ‘That is right. The difference between group 
term life insurance and group permanent life insurance is that group 
term life insurance is a term policy that has no cash value. Group 
permanent insurance is a combination of cash value and term 
insurance. 

Mr. Simpson. But with respect to the group permanent insurance 
you exclude the employee from having to pay income tax on the 
premium, would you not? 

Mr. Witter-Perersen. Yes; because that is actuarially the same as 
under the group term life. Part of the group permanent premium 
paid is for the actual insurance delivered and part of the same group 
permanent premium pay for cash value. The cash-value part is not 
taxed in any event. 

Mr. Stmpson. How does this premium differ from what the indi- 
vidual pays himself? 

Mr. Witter-Perersen. It does not differ. 

Mr. Stmpson. Then you are exempting the employee from paying 
income tax on the premiums paid by his employer for the permanent 
type of insurance, whereas if the individual in his own name buys 
it and pays for it in small premiums each month, he would have to pay 
income tax on that? 

Mr. Witter-Perersen. That is right. If he bought term insurance 
himself he would also have paid income tax on those premiums. 

Mr. Srmpson. I am talking about the premium. In the one case 
there would be no income tax paid on the premium by the employer, 
but in the other case there would be income tax paid on the premium 
by the employee, even though the premiums are the same amount and 
relatively small payments. How do you justify the distinction? 

Mr. Witier-Perersen. There is no distinction. Let me try to put 
it another way: 

On the one hand you have group term life insurance over here. 
If the employer pays it there is no income tax to the employee, but 
if the employee pays it he must use funds on which he has already 
paid income tax. 

On the other hand you have group permanent life over here, which 
consists of two elements. One is the cash value, which is the larger 
part of the premium, and that is in neither event taxable. The rest 
of the premium is substantially the same as group term life and 
that small part is only $2 or $3 per thousand of life insurance. That 
small part of that premium is, under the present regulations, taxable 
income to the employee. 

Mr. Srmpson. I see; just the same as if he bought it himself? 

Mr. Witier-Pertersen. Yes, sir. 

Mr. Stmpson. Thank you. 

The Cuamman. Are there any further questions? If not, we thank 
you very much for your appearance and for the information you have 
given us. 
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(The exhibits submitted in connection with Mr. Willer-Petersen’s 


statement are as follows:) 


Exurpit A.—1952 taxable income to participants holding life insurance 
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30 2 625 
34 2, 000 
20 2, 000 
18 2, 000 
28 2, 850 
33 2, 850 
41 1, 125 
28 2, 000 
38 3, 450 
41 1, 000 
45 1, 250 
4] 6, 000 
42 1, 150 
45 1, 500 
46 1, 100 
49 2, 750 
4s 2, OOO 
42 3, 000 
15 1, 300 
i 2, 450 
37 1, 550 
52 2,000 
0 2.000 
297 2, 000 
34 2, 000 
a 2, 000 


Policy 
year 


10th 


10th 





5.32 | 7th 
39 | 2d if 15. 61 
3. 28 lst ) 
f 4) 10th i} 
7.48 | 6th lf 19. 55 
5.77 | 3d 
3. 58 ist 3. 58 
». 35 th | 9.35 
None | 10th None 
18 | 7th 2.48 
13. 77 th 13. 77 
) tt 
<i tie \ 16. 26 
843. 49 843. 49 
Gross Taxable | 1952 total 
annual part of taxable 
premium premium income 
$1, 603 7 | . 
$1 aaa 13 } None None 
226. 80 $19. 44 
77. 58 6. 46 
6. 30 $51. 34 
6. 59 | 
12. 55 
”n 
7 au 
11.99 11.99 
10. 07 10. 07 
23. 38 23. 38 
8. 84 | &. 84 
3.72 3. 72 
3. 46 | 3. 46 
3. 46 3. 46 
4. 22 4.22 
None None 
4. 62 | 4.62 
9. 46 9. 46 
4.62 4.62 
3.72 | 3.72 
10. 88 10. 88 
6. 33 6. 33 
6. 82 6. 82 
3. 32 3. 32 
3. 0 3.04 
6. ¢ 6. 36 
6.73 nee 
4. 93 } 11. 66 
4. 40 4. 40 
6. 93 
3. 06 | 14. 94 
4.95 || 
27. 66 | 
5. 64 
8. 96 71. 23 
7.03 
21. 94 
15. 78 15. 78 
12.09 
172. 76 7. 35 } 19. 44 
168. 49 | 6. 98 9 
124. 22 5. 30 } 12. 28 
260. 00 None | None 
374. 60 None None 
16. 24 4. 40 4.40 
19. 74 6.82 6. 82 
14. 74 3. 34 | 3. 34 
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Exuisit B.—1952 taxable income to Fitts ttiadasa natn: life insurance—Con. 


| } | 


} Face | _ Gross Taxable 1952 total 
Name —= amount of | em } annual partof | taxable 
. | policy | ain premium | premium | income 
Od ot bl 2. iin Oe | See ae $22. 82 | $8.84 $8. 84 
Rimmer. ......-. lcnene nia 34 2,000 | 2d ‘ 19. 74 | 6. 42 6. 42 
Rockey-........- ; wal 20 | 2,000 | 3d 14. 74 3. 46 3. 46 
9°97 3,000 | 07 7. 26 
97 | 3 Wud 97. 41 | 7.2 
28 | 1,200 | 6th... 40. 37 | 2.97 
Gb iddiéet ii te 29 | 1,300 | 5th 48.88 | 3. 30 20. 26 
32 | 1,195 | 2d 0. 39 3. 29 
33 1, 255 ist 5. 08 3. 44 
ola etree hace is 44 | 2,000 | 3d 32. 78 13. 56 13. 56 
I cietibdkrotdanteiodhon | 21 | 2 650 | 4th ee 106 2 4. 48 4 48 
Sinfellow 22 | 2,000 | 2d 15. 10 | 3. 58 3. 58 
35 2.150 10th | 136. 53 5. 03 
Smith J 38 | 1.000 | 7to | 77.76 | 3. 08 | 13. 02 
| 42 | 1, 100 xd 118.35 4.9 | 
Tabor... 40 | 2 000 | 3d 4.76 10. 14 10.14 
41 4.450 | 10th | 257. 6 18. 51 
Thomas 46 | 2150 | 5th | 178. 39 | 13. 7¢ 45. 34 
49 | 1,650 | 2d 166. 44 13. 07 
Wam beganss ‘ _ | 23 | 2 000 | Ist : 15. 28 3. 58 58 
45 2,950 | 10th 213. 29 | 12. 98 
| 46 | 650 | 9th a 49. 92 | 3.19 | 
Young 49 | 1, 500 | 6th 144. 45 | 9.93 53. 96 
50 | 1,500 | 5th 162. 6 11. 10 | 
& 1, 650 2d 233. 15 16. 76 
| | 
PON ik cnididd vend Rhine Seidl | 160, 500 |.......... 9, 937. 41 | 537. 12 537. 12 


STATEMENT OF FREDERICK 0. McKENZIE, ESQ., NEW YORK CITY 


The Cratmman. The next witness is Mr. Frederick O. McKenzie, 
Esq., of New York City. 

Mr. McKenzie. Good morning, Mr. Chairman. 

The Cuairman, Good morning, Mr. McKenzie. We are glad to see 
you here. If you will, just give your name and the capacity in which 
you appear to the reporter and proceed. 

Mr. McKenzie. My name is Frederick O. McKenzie. I am an at- 
torney at law of the State of New York with offices at 61 Broadway, 
New York City. For the past 11 years I have specialized in the pen- 
sion and profit-sharing field. 

In my experience the great majority of pension and profit- opr 
plans are established toward the end of the employer’s taxable yea 
Although there is no provision in the code or in the regulations which 
requires an employer to obtain an advance ruling that his plan quali- 
fies under section 165 (a) of the code and that contributions will be 
allowed as deductions for income-tax purposes under section 23 (p) of 
the code, an employer: is naturally desirous of knowing in advance 
that his plan does qualify and that contributions will be deductible. 
The only way he may be certain of this in advance is to submit the 
plan with the accompanying exhibits and information required by the 
regulations and request an advance ruling. 

Section 162 (d) (2) of the 1942 Revenue Act provides in part as 
follows: 

(2) A stock bonus, pension, profit-sharing, or annuity plan— 

(A) ** *, 
(B) put into effect after December 31, 1944, shall be considered as satis- 


fying the requirements of section 165 (a) (3), (4), (5), and (6) for the 
period beginning with the date on which it was put into effect and ending 
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with the 15th day of the third month following the close of the taxable 
year of the employer in which the plan was put into effect, if all provisions 
of the plan which are necessary to satisfy such requirements are in effect 
by the end of such period and have been made effective for all purposes 
with respect to the whole of such period. 

The effect of this provision is that if an employer is to obtain the 
advance ruling desired, the examiner in the office of the director of 
internal revenue where the plan is submitted must review the plan 
and issue the ruling within the 75-day period. Furthermore, if an 
amendment is necessary for qualification such amendment must be 
put into effect before the expiration of said period and made effective 
from the effective date of the plan. The net result seems to be that 
around the end of the taxable year or soon thereafter the offices of the 
directors of internal revenue are deluged with plans, with employers 
clamoring for rulings before the deadline. This puts an unusually 
heavy burden upon the examiners in the directors’ offices. Also, if 
an amendment is required, the employer has little time within which 
to consider the desirability of the amendment, or if he disagrees with 
the examiner, to argue his point directly with the Commissioner's 
office. Fx requently an employer must accept an amendment which is 
not to his liking in order to obtain a ruling before the deadline. Other- 
wise, he must take his chances that his position will be sustained by the 
Commissioner or by the courts at some future time. 

It is my suggestion that section 165 (a) of the Internal Revenue 
Code be revised by adding paragraph (7) thereto reading as follows: 

(7) Any such plan put into effect after August 31, 1953, shall be considered 
as satisfying the requirements of section 165 (a) (3), (4), (5), and (6) for 
the period beginning with the date upon which it was put into effect and ending 
with the last day of the taxable year of the employer which immediately suc- 
ceeds the taxable year of the employer in which the plan was put into effect 
if all of the provisions of the plan which are necessary to satisfy such require- 
ments are in effect by the end of such succeeding taxable year and have been 
made effective for all purposes with respect to the whole of such period. 

If this is done, section 162 (d) (2) (B) of the 1942 Revenue Act 
would have to be revised to avoid a conflict by possibly adding the 
words “and prior to September 1, 1953,” after the words “December 
31, 1944.” 

Under these revisions, plans which are put into effect prior to Sep- 
tember 1, 1953, would still come under the present provisions of sec- 
tion 162 (d) (2) (B) of the 1942 Revenue Act and plans which are 
put into effect after September 1, 1953, would obtain the benefits of 
the extended period for obtaining a qualification ruling. The re- 
visions suggested would give the examiner in the office of the Director 
of Internal Revenue ample time within which to study the plan sub- 
mitted. As to the employer, instead of 75 days within which to ob- 
tain a ruling, or, if necessary, to file a qualification amendment, he 
would have the entire year following the close of the taxable year 
in which the plan was established to consider a qualification amend- 
ment or to argue any disputed point with the Commissioner’s office. 
It is true that an employer may not know at the time he files his in- 
come-tax return that the first contribution made to the trustee is de- 
ductible. That, however, is not an unusual situation, as the contribu- 
tion of the employer falls in the same category with all other claimed 
deductions which are subject to verification and allowance. 
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I suggest a further amendment to section 165 (a) of the code to 
clarify the confusion now existing as to the extent to which contri- 
butions or benefits may be provided for employees who are share- 
holders of the employer establishing a plan. Section 165 (a) (4) now 
yrovides that a stock bonus, pension, or profit-sharing plan may not 
& discriminatory— 

(4) if the contributions or benefits provided under the plan do not dis- 
criminate in favor of employees who are officers, shareholders, persons whose 
principal duties consist in supervising the work of other employees, or highly 
compensated employees. 

An income tax ruling released in 1944 provided that a pension or 
profit-sharing plan would not generally be considered for the benefit 
of shareholders if contributions which were required to provide bene- 
fits for employees each of whom owned directly or indirectly more 
than 10 percent of the voting stock of the corporation did not exceed, 
in the aggregate, 30 percent of the contributions for all participants 
under the plan. This restriction was held invalid by the Tax Court 
and the ruling subsequently revoked. There being no rule of thumb 
to guide them, the various offices of the directors of internal revenue 
have now set up their own standards as to the extent to which con- 
tributions may be made for shareholders in a pension or profit-shar- 
ing plan. Some will not permit more than 50 percent of the total 
contributions to apply to the cost of benefits for shareholders. Others 
will go as high as 60 percent or even 70 percent. A discriminatory 
situation may result merely because of a small number of covered 
employees. For example, suppose that A and B are the sole share- 
holders of the X company, each owning 50 percent of the stock, and 
each drawing a salary of $40,000 a year. ‘The X company employs 
300 persons, of whom 200 are eligible to participate in its pension plan, 
Suppose further that the plan provides for a flat 80 percent of aver- 
age, annual compensation as a retirement benefit. Due to the large 
number of covered employees, the allocated cost for providing the 
benefits for A and B is relatively small and the mere fact that they 
are the sole shareholders would not prevent qualification of the plan 
under section 165 (a) (4). Now suppose that the X company has 
only 20 employees, of whom 15 qualify for its pension plan. In order 
to give A and B 30 percent of their respective salaries as a retire- 
ment benefit, their cost would most likely exceed 50 percent of the 
total cost and qualification would probably be withheld. 

I submit that the test should be whether or not the shareholders 
are bona fide employees and not the cost of their benefits as compared 
to the cost of benefits for other employees. I therefore suggest that 
section 165 (a) (4) of the code be revised by adding a sentence there- 
to as follows: 

Contributions or benefits provided under the plan for shareholders who are 
bona fide employees shall not be considered discriminatory merely because the 
amount of such contributions or benefits exceeds the amount of contributions 
or benefits for employees who are not shareholders. 


The shareholder-employees of a small corporation would not have 
a free rein to siphon off otherwise taxable income for their own benefit 
because the contributions made on behalf of any particular employee 
when added to his regular compensation must still meet the test of 
reasonableness under section 23 (a) of the code. As the matter now 
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stands, I believe that many small corporations have decided against 
the establishment of a pension or profit-sharing plan solely because 
the interpretation of the present law does not permit their bona fide 
shareholder-employees to obtain retirement benefits commensurate 
with benefits provided for other employees. Nonshareholder-em- 
ployees are therefore at a disadvantage as a result of working for 
small, closely held corporations. The proposed revisions would help 
to correct this inequity. 

July 15, 1953. 

The Cuairman. Thank you very much for your contribution to 
this committee, sir. 

The next witness is Mr. Theodore Ellenoff, vice president of Tax- 
Sheltered Plans, Inc., New York City. 


STATEMENT OF THEODORE ELLENOFF, VICE PRESIDENT, 
TAX-SHELTERED PLANS, INC., NEW YORK CITY 


Mr. Extenorr. Mr. Reed, I am an attorney practicing in New York 
City, and vice president of Tax-Sheltered Plans, which acts as a 
consultant for profit-sharing plans and deferred compensation plans. 

I would like to adopt the plan of speaking used by the first speaker, 
of submitting the statement and making remarks on it as I go along. 

The CuarrMan. Without objection, your statement will be inserted 
in the record. 

(Statement referred to is as follows :) 


STATEMENT BY THEODORE ELLENorr, TAx-SHELTERED PLANS, INc., Re Topic 16 


The Federal courts and the Commissioner of Internal Revenue have been 
in conflict for some years as to the requirements of sections 165 (a) and 23 (p) 
I. R. C., concerning definite formulas of contribution in profit-sharing plans, 
in order to qualify for the tax benefits of exemption and deduction. To have 
this committee propose amendments resolving this conflict is the purpose of 
this statement. 

The code.—Section 165 (a) exempts from taxation a trust forming part of 
a profit-sharing plan of an employer, for the exclusive benefit of his employees 
or their beneficiaries (1) where the employer’s contribution to the trust is 
made for the purpose of distributing its corpus and income in accordance with 
the plan, and (2) where, under the trust and plan, it is impossible for such 
corpus or income to be diverted for purposes other than the exclusive benefit 
of the employees, and (3) where the trust benefits the required percent or 
classification of all employees, and does not discriminate in favor of those who 
are officers, shareholders, supervisory or highly compensated employees. 

Section 23 (p) (1) permits deductions in computing net income of contribu- 
tions by an employer to a profit-sharing trust, “if there is no plan, but a 
method of employer contributions or compensation has the effect of * * * a 
profit-sharing plan.” 

Thus, the code makes no requirement of definite contribution formulas. 

The regulations: However, Regulation 111 (sec. 29.165-1) defines a profit- 
sharing plan as a plan “based on a definite predetermined formula for deter- 
mining the profits to be shared.” The Bureau went further in I. T. 3661, and 
flatly held that a profit-sharing program will not qualify for tax benefits unless 
it has a definite formula of contribution. In P. 8S. No. 16, a ruling was given 
rejecting a formula as indefinite where the board of directors of employer 
might, in its sole discretion, vary the contribution to 15 percent’ of the annual 
compensation of all participants under the plan, i. e., the maximum deduc- 
tion allowed. P. 8S. No. 33 qualified, as definite, formulas that were variable, 
but which might be applied mechanically, and did not involve any discretion. 


Accordingly, the Commissioner makes essential for qualification a definite 
formula. 
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The Commission’s position has been subjected to court review. In Lincoln 
Electric Co. (190 Fed. (2d) 326), the Sixth Circuit Court of Appeals held that 
the provisions of the code did not require a profit-sharing plan to have a definite 
formula of contribution to qualify for approval; to the extent that Regulation 
111 embodied such a requirement, it was an invalid exercise of legislative power 
by an administrative body. In this case, the Commission urged that the require- 
ment of a definite formula narrows the opportunities for tax avoidunce, Since, 
without a formula, an employer would be uble to make a large contribution in 
a year when tax rates were high, and a small contribution when tax rates were 
low. The court dismissed this, stating, “where the trust is irrevocable,” tax 
avoidance is of no significance. In Produce Reporter (18 T. C. 69 (Non-acq. 
1952 I. R. B.)), the Tax Court, making 4 similar holding, held a definite formula 
contribution was not neded for approval. 

In EB. R. Wagner (18 T. C. 76 (Acq. in result only, 1953, I. R. B.)), an employer 
had a definite contribution formula of 35 percent of net profits, and sought the 
approval of the Commissioner to amend the plin to 10 percent. The Commis 
sioner refused, but the employer amended its plan anyhow. The Tax Court held 
that the employer was entitled to deduct its contributions, because no definite 
formula was required in the first place. Here, ugain, the court stated there 
was no force in the argument that the employer was using the plan as a device 
for tax avoidance. 

The foregoing conflict places the taxpayer in a dilemma. He may not want 
to commit himself to a specific percentage formula. To obtain Bureau approval 
of his plan initially, he must include a definite contribution formula. If he 
chooses to fight the matter through to the courts, he can get a ruling that such 
formulae are not necessary for qualification, and that the Bureau's regulation is 
invalid. In the interests of certainty, section 165 (a) and 23 (a) should be 
amended to embrace one point of view or the other. 

It is respectfully submitted that the position wherein no definite contribution 
formula is required for approval is most consistent with the original intent of 
Congress, and that this committee should give full expression to that intention 
in an appropriate amendment. The tax-avoidance argument of the Bureau in 
favor of the definite formula has already been examined by the courts, and been 
found wanting. So long as all contributions are irrevocable, and the cClassifica- 
tions and the benefits do not in any way discriminate in favor of shareholders, 
supervisory employees, or highly compensated employees, the beneficial inten- 
tion of this legislation is fulfilled. 

The committee should further note that the confusion engendered by this con- 
flict is reflected in the situations where the taxpayer seeks to obtain a deduction 
for contributions in excess of the contributions required under the definite 
formula. It has been held that such contributions are yoluntary payments, not 
ordinary and necessary business expenses, and thus are neither deductible, nor 
entitled to credit carryover treatment; I. T. 4055; regulation 111 (sec. 2923 (p)- 
10) ; Mim. 61381. 

In McClintock-Trunkey (19 T. C. 42), the taxpayer argued that a contribution 
in excess of the definite contribution formula constituted an automatic amend 
ment of that formula, qualifying it as a deduction. The court sidestepped the 
Wagner case, supra, where the taxpayer had done the same thing, but in a 
more formal manner, and disallowed the deduction, relying on the Wooster case. 

If no definite formula is necessary initially; if formal amendments without 
3ureau approval are valid; then excessive contributions should constitute valid 
amendments, qualifying as deductions. Toward this end, the above regulation 
and ruling should be amended. 


The Cuarrman. We will be glad to hear you. 

Mr. Extenorr. A previous witness alluded to a problem which I 
would like to touch on more deeply here, and that is the conflict be- 
tween the Federal courts and the tax courts and the Commissioner of 
Internal Revenue on the essential requirements of the profit-sharing 
plan. 

The Bureau of Internal Revenue is taking the position that a profit- 
sharing plan in order to qualify for the essential tax benefits must 
have a definite contribution formula. The Federal courts and the 
tax courts have said that such a requirement is not essential. 
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It is the purpose of this statement to have the committee resolve 
this conflict as an aid for draftsmen of profit-sharing plan and to the 
aid of taxpayers. This comes up under the code of 165 (a) where 
there is an exemption from taxation of a trust-forming part of a 
profit-sharing plan of an employer, where the employer has set them 
up for the exclusive benefit of the employ ee and where the employer’s 
contribution to the trust is made for the purpose of distributing its 
corpus, Also it was a condition of 165 (a) that the plan cover a 
specific percent of employees, and with those under a certain classifica- 
tion, and not discriminate unfairly in favor of the employee share- 
holders or highly compensated employees or key employees. 

Further, the code permits deductions in computing net income of 
contributions by an employer to a profit-sharing trust if there is no 
plan, but merely a method of employer contr ibution or compensation 
that has the effect of a profit-sharing plan. 

So, in both of these key sections of 165 (a) and 23 (p) 1, the code 
makes no require ment at all of a definite contribution formula. How- 
ever, the Bureau’s position is contained in the regulations, more 
particularly regulation 111, section 29.165-1. 

Now, in that regulation, in defining a profit-sharing plan, there is 
used the language “based on a definite predetermined formula for 
determining the profits to be shared.” 

This position is further crystallized in a Treasury ruling which 
flatly holds that a profit-sharing program will not qualify for tax 
benefits unless it has a definite formula for contribution. 

There have been further rulings by the Treasury Department that 
the formula must be definite and not be vested in the discretion of 
the board of directors of the company. So, accordingly, the Bureau 
has taken the position that a definite formula is absolutely essential 
for qualification, 

The Cuairman. The Bureau of Internal Revenue is superior to the 
courts; is it not ? 

Mr. Evitenorr. I am coming to that. It is a court challenge in 
several cases with which you gentle men are familiar. 

The first I might mention is the Lincoln Electric Company case, 
which went to the sixth circuit, and there the sixth circuit, interpret- 
ing the statute that we just discussed previously, held that there was 
no definite requirement for a formula of contribution, and they sug- 
gested that to the extent that regulation 111 did so hold, it was invalid 
as an exercise of legislative authority by the administrative agency. 

That holding was followed by the Tax Court in the Produce Re- 
porter case, but there was a nonacquiescence by the Bureau on that 
case. Later on, somewhat reluctantly, the Tax Court, in E. R. Wag- 
ner, faced up to a situation where there was a definite contribution 
formula of 35 percent and the employer sought to reduce it to 10 
percent. He proposed am amendment to the Tax Bureau, which 
reje ted it 

In the face of the Bureau’s rejection, he nevertheless went ahead, 
formally amended his plan, and made a contribution only of 10 per cent 
of the net profits. The Commissioner wanted to disallow all the 
deduction entirely on the ground that it was not being given under a 
definite-formula contribution, and the court again stated that since 
no formula was needed in the first place, the Commissioner’s approval 
of any change in any formula was not needed. 





GENERAL REVENUE REVISION 453 


Now, the last development in this line of cases has been a case called 
McClintock-Trunkey, and here the reluctance of the Tax Court to 
go along is more fully expressed. 

In that case, there was a formula of 5 percent of net profits or 15 
percent of the compensation of the participating members of the plan, 
whichever was less, and the employer contributed 10 percent instead 
of 5 percent. 

The Bureau disallowed the excessive contribution as a deduction, 
holding that the contribution was voluntary and not required under 
the plan. 

Now, the position could have been taken by the court at this point 
that the excessive contribution was a de facto amendment of the plan; 
in other words, not to confuse form with substance, but there need be 
no formal amendment of the plan in writing because the money had 
been contributed properly. 

The Tax Court did not choose to view it that way. Instead it relied 
on the Wooster case, and a series of regulations again by the Bureau 
of Internal Revenue, which says that any money actually paid over 
the requirements of a definite formula are not entitled to deductions 
because they are voluntary payments and they are not entitled to a 
credit carryover. 

Mr. Esernarrer. Mr. Chairman, may I ask a question ¢ 

The Cuatmrman. Mr. Eberharter? 

Mr. Exsernartrer. Mr. Ellenoff, you mentioned here, in regard to 
the decision by the court, the Bureau nonacquisced in that decision 
of the court. I think it might be well for you to tell the committee 
just what nonacquiescence by the Bureau means. 

Mr. Exx.enorr. I used the term in two connections, sir. I used it 
in the Produce Reporter, and they did not go along with the result 
of the reasoning in this case. 

Mr. Evernarrer. In other words, the Bureau, or the Commission, 
said: “We will not follow that decision of the court. Of course, we 
will obey the order of the court in this particular instance, but insofar 
as other cases of like nature, we will not follow that decision of the 
court”; is that correct ¢ 

Mr. Ettenorr. Exactly so. 

Mr. Everuarrer. But that nonacquiescence by the Bureau is not 
published, is it? That is held secret and confidential to the collectors 
and the agents, is it not ? 

Mr. Exvtenorr. Those are published in the IRB’s; that is the only 
way that you have knowledge of those when they appear. 

Mr. Esernarter. Is it published in the IRB? 

Mr. Ex..enorr. I believe so. 

Mr. Eseruarrer. The nonacquiescence decision of the Bureau? 

Mr. Ex.enorr. The reason that I believe it is public, sir, I did not 
read the nonacquiescence, but I picked up the citation as nonacquies- 
cence in the Produce Reporter, 942/RB, page 1. 

Mr. Espernmarrer. It was my impression that it was kept confidential, 
and therefore the practicing attorneys in the tax courts would not 
know the orders of the Bureau and would follow the decision of the 
court. Then they would not be familiar with the practice of the 
Bureau in nonacquiescence in the decision of the court, so that they 
would be all at sea. 


87746—53—pt. 1———30 





454 GENERAL REVENUE REVISION 


That is the way it was told to me. 

Mr. Extenorr. I am surprised to hear that, sir, because I also 
picked up the reference in the Prentiss Hall profit. sharing service, 
which is a service indicating such acquiescence and nonacquiescence. 

Mr. Evernarrer. I see the nonacquiescence decision is in the cir- 
cuit courts, and they go contrary to the decision of the circuit court 
until they take a case to the Supreme Court of the United States; is 
that the way it goes? 

Mr. ELLenorr. Apparently so. 

Mr. Esernarrer. So we cannot depend on the decisions of the cir- 
cuit court ¢ 

Mr. Excenorr. The same effect happened in the Wagner case, where 
there was an ac quiese ence in the result only, the significance of that 
being that with reg gard to that particular case the Bureau would go 
along, but it did not subscribe to the reasoning. 

In this McClintock-Trunkey case, as I said, the bureau relied on 
a series of rulings which are again based on the Bureau’s feelings 
that you again have to have a predetermined formula in order to have 
qualification. 

L respectfully suggest that this committee do something to clarify 
this by way of amendment and take the invitation of the Sixth Cir- 
cuit Court to step into that area which the Bureau has already stepped 
in and either embrace the Bureau’s ruling that a definite formula is 
necessary, or reject it as an aid to people who intend to go ahead with 
profit-sharing plans. 

It is my own humble suggestion ; I would like to propose that there 
be no definite formula used in the section amendment. 

The arguments for a definite predetermined formula are that there 
may arise a situation where an employer has a good year and few 
employees, and socks in a large sum of money that ‘first year, and then 
because he is not committed to a definite formula, he therefore can 
withhold any contributions under the plan as his employees expand. 

That is conceivable, but it does not make too much sense business- 
wise, it seems to me, because if his business is expanding, his profits 
should be expanding; his business will want the benefit of the deduc- 
tion; at the same time, he will want to retain the goodwill of the 
people that he is employing and the conferred benefits upon them 
because of the Congress’ dispensation which does not come to him at 
avery great cost. 

The other argument is that this plan is a tax device used in the 
excess-profits-tax years, and that the moment the excess-profits tax 
will be removed, the employer’s willingness and incentive to embrace 
such a plan will dissipate. 

That argument has been viewed by the courts in two of the cases 
that I mentioned before, and they, as a carryall and a coverall for the 
two arguments that I just mentioned, stated that since the contribu- 
tions are irrevocable and they cannot revert to the employer in any 
fashion, and since the plan is under the original scrutiny of the Bureau 
to see how it is set up, that it is not discriminatory in any way to the 
employer by way of service credits or compensation credits; that it 
is protected from the beginning. So that if any money goes in, it 
will be distributed fairly when it does go in. 

Those arguments, I think, successfully refute the two positions that 
either the members of the Bureau have taken publicly in speeches or 
have taken in court. 





i 
2 
: 
3 





GENERAL REVENUE REVISION 455 


Thank you very much for the privilege of appearing before you. 

The CuHarrmMan. Thank you very much, sir. 

Are there any questions ! ¢ Mr. Simpson ¢ 

Mr. Srmpson. Is this a case where, for example, a corporation had 
« plan and in a given year they pay in a large sum of money in excess 
of the amount required under the plan for that year, and then in a 
subsequent year they seek to take a deduction for the amount paid in¢ 

Mr. Extenorr. You see, sir, that is a subordinate problem here. 
In setting up your plan originally, if you say that you are going to 
work to the formula that says 15 percent of the net profits, or to the 
extent that it does not exceed the maximum deduction allowable under 
the tax laws, then, under the Bureau’s rules, with that particular 
litany, you can get the benefit of the deduction and a credit carry-over. 

If you use language that says 15 percent of the net profits or 15 
percent of the annual compensation of the participating members, 
whichever is less, then you are stuck with the lesser figure, and any 
sum of money that you give that is in excess of that figure is regarded 
as a voluntary contribution not needed under the plan and therefore 
not entitled either to deduction or 

Mr. Sturson. That is exactly the case I have in mind. Does your 
proposal take care of that case 

Mr. Ex.enporr. My recommendation is that no definite formula 
will be needed, and because no definite formula is needed, if a man 
has a definite formula he should not be permitted or bound by this 
definite formula if he wishes to amend the de facto by giving more 
money in any particular year. ‘That merely serves to erase the for- 
mula that existed, that is all. 

Mr. Simpson. Thank you. 

Mr. Mason. Mr. Chairman? 

The Cuairman. Mr. Mason will inquire. 

Mr. Mason. Then your plea to this committee is in substance that 
we should amend the present law to, say, satisfy this controversy 
between the Internal Revenue Bureau and the courts; is that it? 

You have cited cases in which the court says: 





There is no formula needed, under the law. 
The Revenue Bureau says: 
There is a formula needed ; we insist upon it. 


Mr. Evtenorr. Correct. 

Mr. Mason. Now you want the law cleared up so there cannot be 
this controversy from now on? 

Mr. Ex.enorr. Correct, sir. 

The CHairman. Would it be possible, if this matter were taken up 
by the Internal Revenue Service, to change the regulation? Could 
it be accomplished that way, or would the Taw have to be ch: inged ? 

Mr. Extenorr. There has been so much dragging by the Bureau on 
this particular subject. 

The conflict is not a new one. The most important regulation was 
published in 1944. A supplement to it came out a few months after 
that. That has been the policy decision of the Bureau since then. 
The Lincoln came along in years later. 

There has been no attempt by the Bureau to redirect its emphasis 
as a result of the Lincoln case of any of these other cases. 
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The Cuairman. What I am asking is that if the Internal Revenue 
Service were to change the regulation to conform to the decisions of 
the court, would that satisfy the situation ¢ 

Mr. E.ttenorr. It would seem to be so, yes. 

Mr. Mason. But, Mr. Chairman, they change overnight. We have 
had a dozen different changes cited to us that you cannot tell what 
is going to be the case next year. 

The CHarmman. We are having joint meetings on taxation. We 
are having the Commissioner come before us in cases like this. The 
Internal Revenue Service is letting us know the Service’s position on 
administration of the laws. 

Mr. Mason. I see. 

The Cuarrman. Thank you very much. 

Are there any further questions ? 

Thank you. 

The next witness is Mr. Carlyle M. Dunaway, of the National Asso- 
ciation of Life Underwriters. 

Is Mr, Dunaway in the audience? I believe he is not here. 

Before adjourning, we will insert in the record at this point a state- 
ment from the American Newspaper Guild on Taxation of Severance 
Pay. 

(The statement referred to is as follows:) 


STATEMENT OF AMERICAN NEWSPAPER GUILD ON TAXATION OF SEVERANCE Pay, 
BEFORE COMMITTEE ON Ways AND MEANS, HOUSE oF REPRESENTATIVES 


American Newspaper Guild contracts provide for payment of severance or dis- 
missal compensation to employees upon dismissal or discharge by the employer ; 
some contracts provide for payment upon any termination of employment. 

These contracts generally provide for the payment, upon dismissal or ter- 
mination of employment, of 1 week’s salary for each 6 months of service, and 
most contracts limit maximum payments to as high as 56 weeks. 

Such severance pay is evidently compensation payable to the employee for 
services rendered by him to his employer throughout his entire period of service. 

In re Public Ledger (161 Fed. (2d) 762) ; Shand v. Cal. Employment Stabiliza- 
tion Comm. (CCH Un. Ins, Rep., Cal. Par. 8682), 

Although in most cases earned over a long period of time and in excess of 15 
percent of the employee’s gross income in the year of payment, since severance 
is payable in a lump sum on dismissal or termination of employment, under the 
Internal Revenue Code as it now stands the payment is taxable to the recipient 
as income in its entirety in the year in which it is paid. 

Congress has recognized that it is equitable to allow such lump-sum payments 
to be allocated to the years in which the income was earned, rather than to tax 
the entire sum as income in the year in which it is received. Section 107 of the 
Internal Revenue Code now allows such allocations in the case of various kinds 
of back pay and lump-sum compensation earned over a past period, which ex- 
ceeds 15 percent of gross income in the year of payment, 

The language of the statute, however, is such that it does not appear to cover 
the case of severance or dismissal pay such as is provided for by ANG contracts. 

It may also be noted that section 117 (p) of the Internal Revenue Code allows 
lump sum termination payments accepted in lieu of payment of a share of future 
profits to be taxed as a capital gain rather than as income, on the theory that 
the right to receive a share of profits is a corporate asset, exchanged or sold 
for the lump-sum payment. It might equally be said that years of service devoted 
to an employer's enterprise produces an interest in the enterprise equivalent to a 
eapital asset, which when compensated upon termination of employment by 
severance or dismissal pay, is the sale or exchange of the capital asset. 

Since the principle that such lump-sum payment should not be taxed as in- 
come in the year of receipt is thus recognized, it appears to the guild unfair and 
discriminatory to continue to tax severance pay in its entirety as income in the 
year of receipt. 
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It is the guild’s opinion that allocation over the years in which earned is a 
sounder form of relief in such cases than to treat the payment as capital gain 
rather than income. This can be accomplished by inserting in section 107 (d) 
(2), just before the last sentence thereof, the following: 

*(D) Remuneration in the form of severance or dismissal compensation, and 
other similar compensation, which is received or accrued during the taxable year 
by an employee for services performed prior to the taxable year for his em- 
ployer, and paid upon termination of employment pursuant to the provisions of 
a collective labor agreement, or of a contract of employment.” 

It should be noted that the guild has examined the possibility of overcoming 
the tax inequity by changing the form of its severance pay provisions, but has 
found no simple and practical way to do this. 


The CuarMaNn. The committee will stand adjourned until 10 o’clock 
tomorrow morning. 
(The following material was submitted for the record on topic 16:) 


STATEMENT OF ELLSWORTH (C. ALVoRD, WASHINGTON 6, D. C., RE Topic 16, PENSION 
AND PROFit SHARING TREATMENT PROVIDED BY SECTIONS 165 AND 23 (P) 


The provisions of sections 165, 22 (b), and 23 (p) of the Internal Revenue 
Code dealing with pension, profit-sharing and stock bonus plans require amend- 
ment in a number of respects. It is believed desirable to expand the coverage of 
such plans to individuals who are not employees within the generally accepted 
common law concept of employees or within the statutory definition contained in 
the Internal Revenue Code. In addition, certain other existing inadequacies 
ought to be remedied. Although these provisions are largely technical, the 
following general recommendations may be made. 

(1) Section 23 (p) (1) (2) of the Internal Revenue Code should be amended 
so as to permit a taxpayer on an accrual basis to deduct a contribution to a 
qualifying profit-sharing, stock bonus plan or trust if payment is made on or 
before the time prescribed for filing Federal income-tax returns. This would 
extend the present period from 60 to 75 days after the close of the taxable year. 

(2) The definition of “employee” set forth in section 83797 (a) (20) of the 
Internal Revenue Code should be amended so as to include all persons who 
perform services for a life insurance company in connection with the sale or 
service of insurance or annuities. 

(3) Sections 165 and 2 (b) of the Internal Revenue Code should be amended 
so as to exclude from income of an employee amounts paid by his employer to 
purchase insurance protection under a plan or trust meeting the requirements 
of section 165 (a) and to provide that no part of the proceeds from such a con- 
tract payable to a beneficiary shall be regarded as insurance exempt from income 
tax under section 22 (b) (1), but that the entire proceeds shall be taxable as 
provided in section 165 (b). 

(4) Section 23 (p) (1) (C) of the Internal Revenue Code should be amended 
so as to provide that the payments made under a profit-sharing plan which meets 
the requirements of section 165 (a) shall be deductibel under section 23 (p) (1) 
(C) whether such payments are to be made to a profit-sharing trust or to pur- 
chase retirement annuities from an insurance company under a nontrusteed 
profit-sharing plan. 

(5) Section 22 (b) (2) of the Internal Revenue Code should be amended so 
as to provide for capital-gain treatment of all lump-sum distributions from a 
qualified pension plan and to provide further that, where an annuity contract 
having a cash surrender value is distributed to an employee under the terms 
of a qualified pension plan, such cash-surrender value shall not be considered a 
capital gain to the employee unless and until the contract is surrendered. 

(6) Section 165 (b) of the Internal Revenue Code should be amended so as 
to provide for capital-gain treatment in the case where a death benefit is paid 
from a qualified pension trust in a lump sum to an employee’s designated bene- 
ficiary on the employee's death after retirement. 

(7) Section 165 (b) of the Internal Revenue Code should be amended so as 
to provide for capital-gain treatment for lump-sum payments from a profit- 
sharing or stock-bonus plan either on terminattion of service or after a stated 
number of years in accordance with the terms of the plan. 

(8) Section 23 (p) (1) (F) of the Internal Revenue Code should be amended 
8o as to provide that the limitation of 25 percent of the compensation of employees 
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covered by overlapping pension and profit-sharing trusts or plans is to be applied 
only to so much of the deductions otherwise allowable under sections 23 (p) (1) 
(A), (B), and (C) as are applicable to persons who are beneficiaries of 2 or 
more of such trusts or plans. 


STATEMENT OF NATIONAL ASSOCIATION OF LIFE UNDERWRITERS RE PENSION AND 
PROFIT-SHARING TREATMENT PROVIDED BY SECTIONS 165 AND 23 (P) 


(1) Brtension of capital-gains treatment to payments under nontrusteed annuity 
plans (sec. 22 (b) (2) (B)) 

As indicated by the above heading, our first suggestion concerning topie 16 does 
not deal directly with the pension and profit-sharing treatment provided by 
sections 165 and 23 (p). However, it does deal with the distinctly related prob- 
lem of the discriminatory income-tax treatment provided by section 22 (b) (2) 
(B) in the case of certain distributions made under nontrusteed employees’ 
annuity plans, as compared with the treatment provided by section 165 (b) in 
the case of similar distributions made under trusteed pension and profit-sharing 
plans. 

Section 165 (b) provides that in the case of a trust meeting the requirements 
of section 165 (a), if the total distributions payable with respect to any em- 
ployee are paid to the distributee within 1 taxable year on account of the em- 
ployee’s separation from service, the amount by which such distribution exceeds 
the amounts contributed by the employee himself shall be treated as a long- 
term capital gain. There appears to be no logical reason why the same sort of 
tax treatment should not be accorded to similar distributions made under non- 
trusteed employees’ annuity plans, and we, therefore, recommend that section 
22 (b) (2) (B) be appropriately amended to correct this inconsistency. We 
further recommend that any such amendment provide for this long-term capital- 
gain treatment not only where the distribution is made in 1 taxable year as a 
result of the employee’s separation from the service of his employer but also 
where such distribution is made as a result of (1) the employee’s death, either 
before or after his separation from the service or (2) the termination of the 
annuity plan. 

In order that the foregoing results (as well as the incidental technical amend- 
ment hereinafter referred to) may be effected, we suggest that section 22 (b) (2) 
(B) be amended to read substantially as follows: 

“(B) EMPLOYEES’ ANNUITIES.—If an annuity contract is purchased by an em- 
ployer for an employee under a plan [with respect to which the employer’s 
contribution is deductible under Section 23 (p) (1) (B),] which meets the re- 
quirements of section 165 (a) (8), (4), (5) and (6), or if an annuity contract 
is purchased for an employee by an employer exempt under Section 101 (6), 
the employee or his beneficiary shall include in his income the amounts received 
under such contract for the year received, except that if the employee paid any 
of the consideration for the annuity, the annuity shall be included in his income 
as provided in subparagraph (A) of this paragraph, the consideration for such 
annuity being considered the amount contributed by the employee; provided, 
however, that if the total amounts payable with respect to any employee by 
reason of his separation from the service, or by reason of his death (whether 
such death occurs before or after his separation from the service), or by reason 
of the termination of the plan under which such contract was issued, are paid 
to the payee within one tarable year of the payee, the aggregate amount of such 
payments reduced by the ercess of amounts contributed by the employee over 
any amounts theretofore paid to him which were not theretofore includible in 
taxable income, shall be considered a gain from the sale or exchange of a capital 
asset held for more than six (6) months. In all other cases, if the employee’s 
rights under the contract are nonforfeitable except for failure to pay future 
premiums, the amount contributed by the employer for such annuity contract 
on or after such rights become nonforfeitable shall be included in the income 





1The suggested deletion of the words “with respect to which the employer's contribution 
is deductible under Section 23 (p) (1) (B)” and the replacement thereof by the words 
“which meets the requirements of Section 165 (a), (3), (5) and (6)” are not germane to 
the main purpose of this recommendation. This particular amendment is simply a techni- 
cal one, to give statutory sanction to the position already taken by the Bureau of Internal 
Revenue in I. T. 3715, 1945, C. B., page 62, that where annuities are purchased by insurance 
companies or exempt corporations (other than those exempt under Section 101 (6)), which 
meet the requirements of Section 165 (a), such annuities will be treated as if the language 
of this recommended technical amendment already appeared in Section 22 (b) (2) (B). 
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of the employee in the year in which the amount is contributed, which amount, 
together with any amounts contributed by the employee, shall constitute the 
consideration paid for the annuity contract in determining the amount of the 
annuity required to be included in the income of the employee under subparagraph 
(A) of this paragraph.” 


(2) Capital-gains treatment of payments under trusteed penston plans (sec, 
165 (b)) 


In order that the income-tax treatment of distributions made under trusteed 
pension plans be completely consistent with the treatment that we have above 
recommended in the case of payments under nontrusteed annuity plans, we also 
recommend that the first sentence of section 165 (b) be amended to read sub- 
stantially as follows: 

“(b) TAXABILITY OF BENEFICIARY.—The amount actually distributed or made 
available to any distributee by any such trust shall be taxable to him, in the 
year in which so distributed or made available, under section 22 (b) (2) as 
if it were an annuity the consideration for which is the amount contributed 
by the employee, except that if the total distributions payable with respect to 
any employee by reason of his separation from the service or by reason of his 
death (whether such death occurs before or after his separation from the 
service), or by reason of the termination of such plan, are paid to the distributee 
within one taxable year of the distributee, the aggregate amount of such dis- 
tributions reduced by the excess of amounts contributed by the employee over 
any amounts theretofore paid to him which were not theretofure includible in 
tawable income, [on account of the employee’s separation from the service, the 
amount of such distributions to the extent exceeding the amounts contributed 
by the employee] shall be considered a gain from the sale or exchange of a 
capital asset held for more than six (6) months.” 





STATEMENT OF AMERICAN FEDERATION OF LABOR Re Toric 16, PENSION AND 
PrOFIT-SHARING TREATMENT 


The American Federation of Labor would oppose any proposal to allow employ- 
ing corporations or individuals establishing pension or profit-sharing plans to 
discriminate in favor of or against any employee, or particular classes of em- 
ployees. It is our opinion that such plans should be set up and administered 
so as to provide uniform tax treatment of benefits to all categories of employees. 





STATEMENT OF Det R. PAIGE, CHAIRMAN, TAXATION COMMITTEE, GEORGIA STATE 
CHAMBER OF COMMERCE, ATLANTA, GA., Re Topic 16, PENSION AND PROFIT- 
SHARING PLANS 


Payments to an employees’ profit-sharing plan by a corporation on the accrual 
basis now permitted to be made within 60 days after the close of the fiscal year 
should be allowed if made up to the time of filing the income-tax return for the 
year. 





STATEMENT OF THE AMERICAN LIFE CONVENTION, CHICAGO, ILL., AND 
LIFE INSURANCE ASSOCIATION OF AMERICA, New York, N. Y. 


Mr. Chairman and members of the committee, the following suggestions for 
revision of the Internal Revenue Code are submitted on behalf of the life-insur- 
ance business and are based on studies of joint committees of the American 
Life Convention and the Life Insurance Association of America. The composi- 
tion of these associations was described at the time of our appearance before 
the committee on topic 14. 


PENSION AND PROFIT-SHARING TREATMENT PROVIDED BY SECTIONS 165 AND 23 (P) 
(TOPIC 16 OF AGENDA OF COMMITTEE ON WAYS AND MEANS) 


1. Capital gains treatment—payments under qualified pension plans (sec. 165 (b) 
(1. R. C0.) 


Under section 165 (b) of the code the tax treatment of distributions to a 
Separated employee in one taxable year under nontrusteed pension or profit- 
sharing plans is not as favorable as under trusteed plans. In the case of a 
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trusteed plan the distribution, if made within 1 year after separation from em- 
ployment, is treated as a long-term capital gain. Under a nonstrusteed annuity 
plan, as for example under a group annuity contract, the distribution is treated 
as Ordinary income. This obviously unfair result stems from a drafting defect 
in section 165 (b). It would be cured by adding to 165 (b) the first underlined 
clause shown below. 

Section 165 (b) is defective also in that it grants long-term capital gain 
treatment in the case of a total distribution on account of an employee’s separa- 
tion from service but does not specifically provide for similar treatment in the 
following analogous situations: 


(1) Where the employee dies at any time subsequent to his retirement 
and his beneficiary receives a lump-sum death benefit, and 

(2) Where the pension plan is terminated by the employer and the em- 
ployee receives a total distribution within one taxable year. 


Section 165 (b) should be expanded to grant long-term capital gain treatment to 
both of these comparable situations. 

The following proposed amendment of section 165 (b) includes our suggestions 
for removing the inequities and defects outlined above: 


“(b) TAXABILITY oF BENEFICIARY.—The amount actually distributed or made 
available to any distributee by any such trust or under a contract made pursuant 
to a plan which meets the requirements of section 165 (a) (8) (4) (5) and (6) 
shall be taxable to him, in the year in which so distributed or made available, 
under section 22 (b) (2) as if it were an annuity the consideration for which 
is the amount contributed by the employee, except that if the total distributions 
payable with respect to any employee’s separation from service or by reason of 
the death of any employee, whether such death occurs before or after the em- 
ployee’s separation from the service, or by reason of the termination of the trust 
or contract, [employee] are paid to the distributee within one taxable year of 
the distributee, the sum of such payments reduced by the excess of the amounts 
contributed by an employee over any amounts theretofore paid to him which were 
not therefore includible in taxable income, [on account of the employee’s separa- 
tion from the service, the amount of such distribution to the extent exceeding 
the amount contributed by the employee] shall be considered a gain from the 
sale or exchange of a capital asset held for more than six months.” 


2. Qualification of pension plans of life insurance companies and of corporations 
exempt from corporate tazation (sec. 22 (b) (2) (B) (I. R.C.)) 


Section 22 (b) (2) (B) provides that employer contributions to employee's 
annuities are not taxable to the employee until the benefits are actually received 
by him, provided the employer's contribution is deductible under section 23 (p) 
(1) (B). In the ease of life insurance companies and corporations exempt 
from corporate taxation, contributions are not deductible under 23 (p) (1) (B), 
and, hence, the requirements of section 22 (b) (2) (B) cannot be strictly com- 
plied with by such corporations. 

The Bureau has very properly ruled, however, that contributions to employees’ 
annuities by life insurance companies and corporations exempt from corporate 
taxation shall be included in the employee’s income only as benefits are received, 
provided the pension plan meets the requirements of section 165 (a) (3), (4), 
(5), and (6) (I. T. 3715, 1945 C. B. 62). 

We suggest that section 22 (b) (2) (B) be amended to give specific statutory 
sanction to the Bureau’s ruling, so that the section will treat all employees under 
qualified pension plans alike without regard to whether the provisions of sec- 
tion 23 (p) (1) (B) apply to the employer. 

The following amendment to section 22 (b) (2) (B) is suggested: 

“(B) EmMPpLoyer’s ANNUITIES.—If an annuity contract is purchased by an 
employer for an employee under a plan with respect to which the employer’s 
contribution is deductible under section 23 (p) (1) (B), or wnder a plan which 
meets the requirements of section 165 (a) (8), (4), (5) and (6), or if an annuity 
7*. *” 


8. Discriminatory taxation of investment income under insured pension plans 
(sec, 201, et seq., Supp. G; sec. 165) 

A serious discrimination exists at present between the Federal income tax 
treatment of insured pension plans and that of uninsured pension plans. If an 
industrial pension plan is funded by annuity, endowment, or life insurance 
contracts purchased from a life insurance company, the investment income 
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earned each year becomes subject to the approximately 6'4 percent tax on net 
investment income imposed on life insurance companies, pursuant to the terms 
ef section 201. If, on the other hand, the pension plan is funded through a 
trust not utilizing insurance company contracts—in other words, is uninsured— 
the investment income earned each year by the pension fund is tax exempt, 
pursuant to the terms of section 165. 

A considerable number of life insurance companies, but not all, underwrite 
private pension plans. The amount of funds involved in both insured and 
uninsured pension plans runs into many billions of dollars. 

Currently, this 64% percent tax on net investment income of life insurance 
companies has the effect of increasing the outlay otherwise required for an 
insured pension plan by about 5 percent.’ For example, an employer who con- 
tributes $1 million to an insured pension plan is indirectly charged about $50,000 
for Federal taxes on the investment income earned by his contribution over the 
years. This $50,000 tax would not be paid if the pension plan were funded, 
without guaranties to employees, through the agency of a bank trustee. 

The size of the tax burden can also be appreciated by its comparison with 
ether life insurance company expenses of doing a pension business. Group 
annuity contracts, to use one example, constitute a widely-used medium for 
funding pension plans, and one for which expenses are shown separately in 
the published statements of life insurance companies. For such contracts, 
it is estimated that under current law the Federal taxes on investment income 
from funds arising from pension plans will exceed the total of all expenses 
(other than taxes) incurred in the servicing of such contracts. 

This situation is featured in sales literature issued by corporate trust com- 
panies who seek pension trust business in competition with life insurance com- 
panies. For many employers it has been a compelling argument which has led 
them to fund their new pension plans through a bank trustee or to change the 
method of funding their existing insured plans. The many advantages of insured 
pension plans, as compared with uninsured plans not providing fundamental 
guaranties to employees and pensioners, may be lost solely as a result of such 
discriminatory tax treatment. 

The two most important agencies for funding private pension plans are bank 
trustees and life insurance companies. There is keen competition between them, 
Both this competition and the employers’ freedom of choice are presently affected 
by this serious tax discrimination. Because of the principle requiring equitable 
treatment of all segments of the taxpaying public, such discrimination should 
be brought to the attention of Congress. 


4. Purchase of life insurance by profit-sharing plans used for pension purposes 

Employee pension plans may be established in a number of ways to secure 
the benefit of the tax treatment provided by section 165 of the Internal Revenue 
Code. Usually, a schedule of pension benefits is first established, and the 
amounts to be paid by the employer each year to fund those benefits are then 
determined accordingly. Such plans, involving more or less fixed cost commit- 
ments by the employer, are classified by the regulations of the Internal Revenue 
Bureau as pension plans for the purposes of section 165. Alternately, the cost 
commitments by the employer can be made to depend wholly and directly upon 
profits and the level of pensions varied accordingly, in which case the plan, even 
though designed essentially for pension purposes, is classified by the regulations 
of the Bureau as a profit-sharing plan. 

Life insurance is quite often provided in conjunction with pension plans, in 
erder to protect the wage earner’s dependents against the possibility of his death 
before retirement. A common and convenient method to follow is for the pension 
trust (or profit-sharing trust) to purchase endowment life insurance policies 
providing an appropriate combination of life insurance and retirement benefits. 
When this is done, the regulations (see. 29.165-6) provide that the amount spent 
for pure life insurance protection constitutes immediate taxable income to the 
employee. Instead of purchasing endowment life insurance policies, it is some- 
times found even more convenient, and more flexible, for the pension or profit- 
sharing trust to purchase ordinary life insurance policies providing a combina- 
tion of life insurance with only part of the anticipated retirement benefits. 

In recent years many pension and profit-sharing plans based upon the pur- 
chase of ordinary life insurance policies have been approved by the Bureau. In 
the latter part of 1952, however, letter rulings were issued by the Bureau holding 


——— 


2 Based on an average accumulation period for individual pensions of 25 years. 
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that the purchase of ordinary life insurance policies by a profit-sharing trust 
disqualifies the profit-sharing plan under section 165 of the code. These letter 
rulings state that the payment of premiums on an ordinary life insurance policy 
by the trustee of a profit-sharing plan constitutes a distribution and, if made 
before profits allocated to the trust have been held for 2 years, the distribution 
violates section 29.165-1 (a) of the regulations. The effect of the ruling is to 
prevent trustees of profit-sharing plans from investing allocated profits in ordi- 
nary life insurance policies until such profits have been held for at least 2 years. 
This limitation makes it virtually impossible for the employer to purchase ordi- 
nary life insurance policies out of a profit-sharing plan until the plan has been 
in effect for at least 2 years. 

The letter rulings issued by the Bureau in 1952 seem to be based upon an un- 
warranted extension of the regulations. The applicable portion of the regula- 
tions, found at section 29.165-1 (a), is as follows: 

“A profit-sharing plan, on the other hand, is a plan established and main- 
tained by an employer to provide for the participation in his profits, by his em- 
ployees or their beneficiaries, based on a definite predetermined formula for 
determining the profits to be shared and a definite predetermined formula for 
distributing the funds accumulated under the plan after a fixed number of years, 
the attainment of a stated age or upon the prior occurrence of some event such 
as illness, disability, retirement, death, or severance of employment.” 

The letter rulings assume that there cannot be any purchase of life-insurance 
coverage under a profit-sharing plan until profits have been accumulated in the 
plan for a period of at least 2 years. We submit, however, that the regulation 
does not prevent incidental distributions such as the payment by the trustee of 
the pure life insurance cost under a profit-sharing plan utilizing ordinary life 
insurance policies, where the principal purpose of the plan is to accumulate funds 
to be distributed later, usually upon retirement of the employee. 

The immediate distribution in the form of the cost of the pure life insurance, 
if it is a distribution, is taxable income to the employee at the time of such dis- 
ribution. Consequently the investment in ordinary life-insurance policies by a 
trustee under a profit-sharing plan is not contrary to the spirit of existing regu- 
lation, although an extremely narrow interpretation of such regulation might 
conceivably give some support to the letter rulings that have been issued. In this 
connection our study raises serious doubt as to whether the regulation limiting 
distributions under a profit-sharing plan is sound. We find nothing in the law 
or the legislative history which would support that part of the regulation which 
requires that allocated profits be accumulated in the trust for a fixed number 
of years. 

It is urged that the law be amended to make it clear that distributions may be 
made under a profit-sharing trust at any time, provided the distribution is 
taxable as income to the employee. 

5. Investment in group annuities under profit-sharing plans 

Under existing law and Bureau regulations, an employer may establish a pen- 
sion plan meeting the conditions of section 165 of the Internal Revenue Code by 
directly purchasing group annuity contracts from an insurance company without 
creating an intervening pension trust. This is provided for under section 23 
(p) (1) (B) of the code. Under other Bureau regulations, however, an employer 
is not permitted to establish a profit-sharing plan designed for pension purposes 
which permits the employer to invest allocated profits directly in group annuity 
contracts without an intervening trust. 

There appears to be no logical reason for this distinction between pension plans 
and profit-sharing p'ans established for retirement purposes. Moreover there is 
some doubt regarding the correctness of the Bureau’s present position with 
respect to the requirement of an intervening trust in profit-sharing plans that 
utilizes group annuities. (See Tavannes Watch Co. v. Commissioner of Internal 
Revenue, 176 F. 2d 211.) In order to resolve this doubt and to make it possible 
for employers to establish insured group annuity pension plans under profit- 
sharing plans, we recommend that a new subsection be added to the code per- 
mitting employers to invest allocated profits under profit-sharing plans in group 
annuities issued by an insurance company. The following is suggested: 

1. Section 23 (p) (1) (B), insert the word “pension” before the word “plan.” 

2. Add a new subparagraph (D) to section 23 (p), as follows: 

“(D) In the taxable year when paid, in an amount determined in accordance 
with subparagraph (C) of this paragraph, if the contributions are paid toward 
the purchase of retirement annuities and such purchase is part of a profit-sharing 
plan which meets the requirements of section 165 (a) (3), (4), (5), and (6), 
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and if refunds of premiums, if any, are applied within the current taxable year 
or next succeeding taxable year toward the purchase of such retirement 
annuities.” 

3. Reletter present subparagraphs (D), (EB), and (F) to (B), (F), (G). 

4. In newly designated subparagraphs (FE) and (IF), change the reference to 
“(A), (B), and (C)” to “(A), (B), (C), and (D).” 

5. Change first three sentences of newly designated subparagraph (G) to 
read (amended) : 

“[F] (G) If amounts are deductible (@) under one or more of subparagraphs 
(A) and [(C), or] (B) and also (b) under one or more of subparagraphs (C) 
and (D) [(C), or (A), (B), and (C), in connection with two or more trusts, or 
one or more trusts and an annuity plan], the total amount deductible under this 
paragraph in a taxable year [under such trusts and plans] shall not exceed 25 
per centum of the compensation otherwise paid or accrued during the taxable 
year to the persons who are the beneficiaries under the [of the trusts or] plans. 
In addition, any amounts contributed [amount paid into such trust or] under such 
(Cannuity] plans in a taxable year beginning after December 31, 1941, in excess 
of the amount allowable with respect to such year under the preceding sentence 
[provisions] of this subparagraph shall be deductible in the succeeding taxable 
years in order of time, but the amount so deductible under this sentence in any 
one such succeeding taxable year together with the amount allowable under the 
first sentence of this subparagraph shall not exceed 30 per centum of the com- 
pensation otherwise paid or accrued during such taxable years to the beneficiaries 
under the trusts or plans. This subparagraph shall not have the effect of reducing 
the amount otherwise deductible under subparagraphs (A) (B), [and] (C) 
and (D), if no employee is a beneficiary under more than one trust, more than 
one annuity plan, or a trust and an annuity plan.” 

6. Discrimination in valuing annuities for estate and gift taration 

The estate tax regulations provide different rules for valuing survivorship 
annuities sold by insurance companies and those provided by other means, as, for 
example, employee annuities under pension plans funded by banks and trust 
companies. 

For survivorship annuities paid by insurance companies the basis is the amount 
the insurance company would charge for a new annuity in the same amount as 
of the valuation date. For other annuities valuation tables provided in the 
regulations produce substantially lower values than those resulting from applica- 
tion of the rule for insurance company annuities. (See Regs. 105, sec. 81-10 (i).) 
On the average, the insurance company annuity rates are 50- to 60-percent higher. 
This is so because they are based on different mortality and interest assumptions 
from those of the tables in the regulations, and in addition make provision for 
expenses. Among other things, the rates charged by insurance companies for 
new annuities are based on the experience that they are usually purchased only 
by persons in good health, whereas the valuation basis provided in the regulations 
for other annuities allow for only average health as might be expected of 
persons for whom the annuities were bought some years before. 

This discrimination in yaluation is perhaps most pointed in connection with 
pension plans. There is strong competition between trust companies and 
insurance companies for pension business. Insurance companies are at at disad- 
vantage in having this higher estate tax valuation applied to their survivor 
annuities. It is certainly unfair and illogical, under any circumstances, to have 
two standards of valuation for identical assets. 

Removal of this discrimination is strongly urged. The law and the regulations 
should provide a single method of valuing all survivorship annuities. This 
could be accomplished by providing in the law that all survivorship annuities 
shall be valued on a uniform standard in accordance with mortality and interest 
assumptions specified by the Commissioner of Internal Revenue. The same 
discrimination arises under existing gift tax regulations and should also be 
eliminated. 





STATEMENT OF THE AMERICAN INSTITUTE OF ACCOUNTANTS, New York, N. Y., Re 
Topic 16, PENSION AND Prorir SHARING TREATMENT PROVIDED By SectTIoNs 165 
AND 23 (P) 


1. The Internal Revenue Code should be amended to provide that taxpayers 
making contributions to a profit-sharing or pension trust not exempt under 
section 165 should be allowed a deduction from net income for such payments 
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in the year the amounts are paid to the employee by the trust even though the 
rights of the employee were forfeitable when the contributions were made. 

An employer is allowed to deduct his contributions to an employees’ pension 
trust or annuity plan as provided im section 23 (p) even if the trust to which 
the contributions are made is not tax exempt under section 165 (a), provided 
the rights of the employee under the plan are not forefeitable when the contri- 
bution is made. However, if the employees’ rights are forfeitable, the taxpayer 
is not allowed a deduction in any taxable year as provided in the regulation, 
section 29.23 (p) (11), regulation 111. 

This limitation forbidding the deduction in any taxable year is inequitable, 
and it is recommended that the code should be amended to provide that when 
contributions are made to a profit-sharing or pension trust not exempt under 
section 165, and the rights of the employee are forfeitable when the contribu- 
tions are made, the taxpayer be allowed a deduction—subject to the limitations 
of reasonableness outlined in section 23 (a)—in the year the amounts are paid 
to the employee by the trust. 

It is recognized that the employee should be required to report as income only 
the portion of the distribution which was not previously taxed to the trust, and 
that the employer should be allowed a deduction only for the portion of the 
distribution which is taxed to the employee. However, the exact procedure for 
the allocation should be defined in the regulations. 

2. A taxpayer on the accrual basis shall be deemed to have made a payment 
under section 23 (p) on the last day of the year of accrual if the payment is 
on aceount of that taxable year and is made up to the time of the due date for 
the filing of the return for that taxable year, including any extension of time 
for filing the return. 

Under section 23 (p) (1) (BE), an aeccrual-basis taxpayer, making contribu- 
tions to an employees’ pension or profit-sharing plan, shall be deemed to have 
made a payment on the last day of the year of accrual if the payment is for 
that taxable year and is made within 60 days after the close of the taxable year 
of accrual. The computation of the amount allowable as a deduction under sec- 
tion 23 (p) my be extremely complicated. It is frequently necessary to assemble 
voluminous payroll data and make involved actuarial computations before the 
amount required to be paid can be accurately determined. Im the case of a 
profit-sharing plan, the amount required to be paid may not be determinable until 
an independent audit of the books has been completed. While the 60-day period 
of grace has been helpful, experience has shown that it is inadequate in many 
cases, As a consequence, the employer taxpayer usually finds it necessary to 
make a timely payment of an estimated amount, resulting either in an under- 
payment which is not deductible until the succeeding year or years or an over- 
payment which may not be recoverable. 

Since Congress has deemed it necessary to place many restrictions upon the 
deduction allowable under section 23 (p), it is equally fitting that the taxpayer 
should be allowed adequate time to compute and apply such restrictions. Accord- 
ingly, it is recommended that the period be extended to allow the payment to 
be made up to the due date of the return, including any extensions of time for 
filing the return. 

3. Lump-sum payments received under qualified nontrusteed plans should be 
granted capital-gains treatment. 

The Internal Revenue Code does not permit capital-gain treatment for a lump- 
sum distribution from a qualified plan where no trust is involved, either when 
the distribution is made to an employee upon his separation from service or when 
the lump-sum distribution is made after the employee’s retirement. The amount 
thus distributable under such plans represents an accumulation over a period 
of years, and it is inequitable to tax it as ordinary income in the year of receipt 
at the higher graduated rates of tax. The higher tax resulting therefrom fre- 
quently serves to so reduce the net amount of the lump-sum payment that the 
economic security of the employee’s dependents (in cases where payment is made 
to them) may be seriously jeopardized. 

In view of the fact that section 165 (b) already specifies capital-gains treat- 
ment for a lump-sum distribution from a qualified trust when the employee is 
separated from service, simple equity urges the adoption of a like treatment for 
lump-sum payments under qualified plans where no trust is involved. 

Accordingly, it is recommended that lump-sum payments made under qualified 
nontrusteed plans under such circumstances be accorded capital-gains treatment 
in the hands of the recipient. 
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COMMERCE AND INDUSTRY ASSOCTATION OF NEW YORK, INC., 
New York 7, N. Y., June 23, 1958. 
Topic No. 16, Pension and profit-sharing treatment provided by sections 165 
and 23 (p). 


Hon. DANIEL A, REED, 
Chairman, Committee on Ways and Means, 
New House Office Building, Washington, D. C. 

DEAR CONGRESSMAN REED: Commerce and Industry Association of New York, 
Inc., wishes the following recommendation to be inserted into the record of the 
hearings of the Ways and Means Committee pertaining to the revision of the 
code: 

Under section 23 (p) (1) (E) of the code, a taxpayer on the accrual basis 
making contributions to an employees’ pension or profit-sharing fund, is deemed 
to have made a payment on the last day of the year of accrual if the payment 
is actually made for such year within 60 days after the close of the year. 
Amounts paid subsequent to the 60-day period are not deductible in the year of 
accrual, 

Experience has demonstrated that the 60-day period prescribed in the statute 
for determining the amount required to be paid to employee funds is inadequate 
in many cases. It is often necessary to assemble voluminous payroll and other 
employee data and to make complex actuarial computations in order to deter- 
mine accurately the amount to be paid. Moreover, where a profit-sharing plan 
is involved, the amount to be paid may not be determinable until the net income 
for the period is finally determined upon the completion of an independent audit 
of the taxpayer’s books, 

It is recommended that the period within which payment must be made to 
qualify as a deduction in the year of accrual should be extended to the time 
of the due date for filing the return for the taxable year, including any extension 
of time for filing such return. 

Sincerely yours, 
THOMAS JEFFERSON MILEY, 
Executive Vice President. 


(The following is a resolution adopted by the Council of State 
Chambers of Commerce with regard to item 16:) 

PENSION AND PROFIT SHARING TREATMENT PROVIDED BY SECTIONS 165 anpD 23 (P) 

Recent amendments of section 165 of the code still leave the provisions with 
respect to pension and profit-sharing plans unnecessarily restricted and burden- 
some, beyond the necessity of protection against evasion, in the judgment of 
the Federal Finance Committee of the Council of State Chambers of Commerce. 

Furthermore, the income, estate- and gift-tax consequences of distributions 
to and elections by the beneficiaries of such plans may be such as to neutralize 
their benefits. Distributions other than refunds to personnel for separation 
from employment should be taxable as ordinary income; any double taxation 
of death benefits should be eliminated ; and the designation of beneficiaries should 
not entail gift-tax liability. 

The Georgia State Chamber of Commerce endorses the above resolution of 
the Council of State Chambers of Commerce with the additional recommenda- 
tion that payments made to a profit-sharing plan by a corporation on the accrual 
basis should be allowed if made up to the time of filing the income-tax return 
for the year. 

The Pennsylvania State Chamber of Commerce endorses the above resolution 
of the Council of State Chambers of Commerce with the following additional 
recommendation : 

(a) Payments to pension and profit-sharing plans.—In many instances, it 
is impossible for a corporation to determine the amount to be paid to a pension 
or profit-sharing plan and to make such payment, until after the close of the 
taxable year. In the case of an accrual basis taxpayer, however, such payments 
should be permitted as deductions in the year to which they relate. Specifically, 
it is recommended that accrual-basis taxpayers be permitted to deduct for any 
year payments to pension and profit-sharing plans which are made at any time 
up to the date upon which the final return for such year is filed. 

(b) Union-negotiated pension plans.—Deductions should be permitted under 
section 23 (A) of all contributions made by an employer under a union-negotiated 








466 GENERAL REVENUE REVISION 


pension plan. Such plans are arrived at as a result of collective bargaining 
between the union and the employer and differ essentially from the types of 
pension plans contemplated by sections 165 and 23 (P). Such a union-negotiated 
pension plan constitutes a true business expense, and contributions thereto made 
by an employer should be allowed as business expenses under section 23 (A) 
rather than be limited to the restricted provisions of section 23 (P). Such de- 
ductions should also be permitted in cases where the plan is voluntarily extended 
to cover nonunion employees as well as union employees. 


STATEMENT OF LOS ANGELES CHAMBER OF COMMERCE, LOS ANGELES, CALIF., IN RE 
PENSION AND PROFIT-SHARING PLANS 


That, in the case of a plan providing insurance benefits as well as retirement 
income, the “insurance factor” in the employer’s contributions be excluded from 
the employees’ gross income. 

(Whereupon, at 11:15 a. m., Wednesday, July 15, 1953, the hearing 
was recessed until 10 a. m., Thursday, July 16, 1953.) 
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THURSDAY, JULY 16, 1953 


Hovse or RepreseNnrATIvEs, 
CoMMITTEE ON Ways AND MEANS, 
Washington, D. C. 
The committee met at 10 a. m., Hon. Daniel A. Reed (chairman) 
presiding. 
The Cuatrman. The committee will come to order. 


TOPIC 17—DOUBLE TAXATION OF DIVIDENDS 


The committee will hear testimony this morning on topic 17, per- 
taining to alleviating double taxation of dividends. 

The comnittee would like to hear all witnesses during the morning 
session and will appreciate the cooperation of the witnesses in permit- 
ting us to adhere to this schedule. 

We have the pleasure of welcoming as the first witness Congress- 
man Multer, of New York. 

Of course, we all know you, Mr. Multer, but for the record will 
you give your name and the capacity in which you appear? 


STATEMENT OF HON. ABRAHAM J. MULTER, A REPRESENTATIVE 
IN CONGRESS FROM THE STATE OF NEW YORK 


Mr. Motrer. I am Abraham J. Multer. I represent the 13th Dis- 
trict of New York. 

Mr. Chairman and gentlemen, I thank you for the privilege of ap- 
pearing here before you and testifying briefly in connection with the 
fosdine you are now conducting looking toward a general revision 
of the tax laws. 

I am particularly interested in the principle which comes within 
topic 17—techniques for alleviating double taxation of dividends— 
and I have before me my own bill, H. R. 1275, which is intended to 
accomplish in part that same purpose. 

I know the need for revenue by our Government. At the same time, 
I have in mind what you are trying to do in these hearings is to de- 
velop methods for improving our tax laws and equalizing them and 
doing equity, as far as possible, to all taxpayers. 

Generally speaking, I think all of us would say double taxation is 
to be eliminated wherever possible, and the one place where double 
taxation hits most taxpayers is in stock dividends. The corporation 
earns an income and pays a tax on that, and when they distribute that 
profit, on the net profit after it flows to the stockholder in the form 
of dividends, the stockholder is then called upon to pay a second tax. 

While I appreciate it would be well to do equity to all stockholders 
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and eliminate double taxation wherever it occurs, I do not think we 

can accomplish it at this time at one fell swoop. It has been suggested 
th at one method of handling the situation would be to take a per- 
centage of the stock dividend and apply that year after year until the 
initial investment of the stockholder has been repaid, so that at least 
he is getting credit against his capital investment before paying a 
second tax on the money that has been earned by that capital. My 
bill, however, approaches the situation a little differently. 

Most small corporations are organized by a small group of people. 
Sometimes one person is the sole owner of the corporation, and he 
organizes the corporation to protect himself against losing more 
money than his actual capital investment. He says “I have X ‘dollars 
to put into this venture, but I want to be sure my other capital is not 
impaired if the eprporation fails.” So he forms a corporation to pro- 
tect the stockholder against loss except of the actual investment. 

The Cuamman. Probably you have given a lot of study to this, and 
what do you think about the Canadian system ? 

Mr. Murer. The Canadian system, I understand, does set up a 
percentage credit. I think it is 10 percent. And that is credited 
against the amount of dividend before taxes. It is an exemption of 
10 percent. I think it graduates or increases year after year until 
the entire capital has been returned. That is one good way to ap- 
proach the situation that would be fair to all stockhold lers. But when 
I introduced my bill originally and introduced it again this year, I 
felt possibly, because of the need for money, we could not approach 
it in that way; that there would be too much loss of revenue at one 
time. Yet, realizing the need for some relief to our small-business 
men, I introduced my bill in the hope that it would be a start toward 
eliminating double taxation. 

My bill is directed to the small corporation. I treat it by provid- 
ing that dividends payable to stockholders of a corporation whose 
total number of individual stockholders is 10 or less and where the 
stockholder or some member of his family is employed by the corpora- 
tion shall not be taxable either as income or as capital gains. As I 
started to say, the small corporation is not in the same category as the 
big corporation. It has been organized not to gather capital from 
the general public. The general public does not subscribe to its stock; 
it does not invest in the capital of that small corporation. It will be 
organized, as I said, either by 1 man putting his money in or a small 
group of 2 or 3 or 4 or 5 who want to go into the venture and want 
the protection of a corporation both as to the limitation of their iia- 
bility capitalwise and also in order to get for themselves the rights 
and protection that a corporation gives them, which a limited partner- 
ship or general partnership would not do. 

think this would be a fair approach and a fair beginning, still 
leaving some discriminations and some inequity to stockholders in 
large corporations, but I earnestly urge upon you that this at least 
will help the small-business man. And I do not think there will be 
very much loss of revenue to the Government, because on the average 
the small corporation’s profits can easily be used up by paying them 
to themselves in salaries instead of div idends. I think that has been 
the experience in the Internal Revenue Bureau, that in the small cor- 
poration the most of the money is paid out to the stockholders, who 
are officers and directors, by way of salaries. 
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You may say, then, he is not going to save very much in actual taxes 
that way, but I think, as a matter of fact, if he did not have to pay 
this tax on the money paid to himself as dividends, it would keep 
that money in a more readily usable place for the increase of that 
business and would help the situation tremendously if we treated this 
problem in this way. 

That, sentient is my statement. If there are any questions, I 
would be glad to try to answer them. 

Mr. Dincetx. Mr. Multer, of course, the idea that prompts you to 
make your proposal is nothing new except to a degree, because I re- 
member years ago I had a dividend from the A. T. & T. and I knew 
it was taxable at the source and you took credit for that or, rather, 
you got credit for that and your dividend was exempt. So it ought 
to be a relatively easy matter and is probably the best, but I am not 
so sure we can do that at this session in connection with this bill be- 
cause of the enormous outlays of money and the need to keep us on 
an even keel, as the matter of Government solvency is involved here 
now, as you well know. And as I understand, your advocacy of your 
plan is something that is to be considered for the future; you are not 
desperately pressing your idea for immediate adoption. 

Mr. Mutrer. Mr. Dingell, you are quite right on both counts. The 
idea is not new with me, but was or iginated when the i income-tax laws 
were first written in 1913, and I think for the first 25 years that they 
were in effect there were dividend credits given, as you pointed out. 
While this is a slightly different approach to the problem, I do agree 
with you that it probably cannot be enacted immediately because the 
need for revenue is too great. But I hope when this committee gets 
around to a general revision of the tax laws this will get serious and 
earnest consideration. 

Mr. Kean. Mr. Multer, what is your definition of a small corpora- 
tion ¢ 

Mr. Mutrer. In my bill—and it must be an arbitrary definition—I 
limit it to a total of not more than 10 stockholders and where the 
stockholder or some member of his family is employed by the corpora- 
tion. 

Mr. Kran. You would have the Ford Corp., then, considered as a 
small corporation t 

Mr. Murer. You may be right. 

Mr. Kran. Perhaps the small corporation has more people who are 
making money through the corporation than has the big corporation. 
The big corporation has:a lot of little stockholders, but you take the 
smal] corporation which is making quite a lot of money, usually really 
more wealth to individuals comes out of the small corporation than 
out of the big corporation. 

Mr. Mutter. Mr. Kean, you have thrown out a thought which indi- 
cates there is no doubt but what my definition needs clarification and 
must be tightened up to accomplish the point I had in mind. 

Mr. Boaes. My question is very much of the same type as Mr. Reed’s 
question of a moment ago. 

Have you given any consideration to the general application of 
some type of exemption of corporate dividends? 

Mr. Muurer. I am in agreement with the principle that we should 
not tax dividends a second time; that the money was taxed when it 
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was declared as a profit by the corporation and reported as such. It 
was taxed once, sa it should not be taxed again. 

Mr. Boces. The only reason you propose this formula is the revenue 
situation ¢ 

Mr. Mutter. The revenue situation, because I think it is one of 
those things you can approach gradually instead of at one fell swoop. 
Although that is the ideal, I think we will have to take it gradually, 
either this way or a 10 percent credit and eventually getting around 
to giving full credit. 

The Cuarman. If there are no further questions, we thank you 
very much. 

Now we will hear Mr. G. Keith Funston, president of the New York 
Stock Exchange. 

Mr. Funston, we are glad to have you here. For the record, will 
you give your name and the capacity in which you appear. 


STATEMENT OF G. KEITH FUNSTON, PRESIDENT, NEW YORK 
STOCK EXCHANGE 


Mr. Funston. My name is G. Keith Funston. I am president of 
the New York Stock Exchange. I live in Greenwich, Conn. 

The opportunity to appear before you is one that I sincerely appre- 
ciate. I hope I can contribute something of value to the important 
work you are doing to put our national tax structure on a sound basis. 

My remarks today will be directed to the effects of the present dis- 
criminatory double taxation of dividends on the well-being of the 
Nation’s economy. By double taxation of dividends I mean the taxing 
of the same earnings first in the hands of a corporation and again 
when they are distributed to stockholders as dividends. At a later 
date, I hope to present suggestions for improving the capital gain and 
loss provisions of our tax laws. Taxation of capital gains and double 
taxation of dividends are federally erected twin dams holding back 
the free flow of life-giving venture capital into American industry. 

I hope you will accept my views as those of an individual citizen 
as well as the chief executive officer of the Nation’s largest organized 
securities market. My interest is in perpetuating and strengthening 
the private competitive capitalism of this country. The long-range 
goal of the stock exchange is to spread the benefits of American cap- 
italism more widely among the entire population; in short, to make 
this a nation of share owners. 

Because the New York Stock Exchange is the market place for the 
securities of the Nation’s outstanding corporate enterprises, the views 
I bring you represent also, in large measure, those of American busi- 
ness. There are nearly 2,500 issues of stocks and bonds listed on the 
New York Stock Exchange. They represent the ownership and the 
funded debt of nearly all the leading corporations in this country— 
about 1,300 different enterprises. 

More important, I believe I can speak as a representative of the 
Nation’s 6,500,000 individuals whose families have 13,015,000 mem- 
bers—men, women, and children—who have invested their savings 
in the ownership shares of publicly held American corporations. 

Double taxation of dividends has not always been part of our tax 
structure. From 1913, when our present Federal income tax started, 
to 1936, dividends received by an individual were exempt from the 
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normal tax. Only the surtax applied to dividend receipts. Initially, 
the corporate rate was identical with the normal rate for individu: ils, 
so that, effectively, dividend income was not taxed twice. Following 
World War I, the corporate rate was raised a few points above the 
normal rate for individuals, but the impact of this double taxation of 
dividend income was relatively light. 

However, as part of the tax program of 1936, dividends received 
by individuals were subjected to full taxation for the first time by the 
elimination of the previous exemption of dividend income from the 
individual normal tax. 

You will recall that 1936 was the year of the undistributed profits- 
tax experiment. Examination of the tax hearings for the period make 
it clear that the original purpose was to provide equality of taxation 
of all corporate income whether distributed to share owners, or re- 
tained by the corporation. The theory advanced by its original pro- 
ponents did not include double taxation. However, as finally passed, 
the bill not only made both distributed and undistributed earnings 

taxable at the corporate level, but taxed distributed earnings again in 
the hands of individual share owners. 

Double taxation of earnings distributed as dividends has continued 
since. As rates have risen, Federal taxes have swallowed a lar ger and 
larger share of corporation profits—as well as a larger and larger por- 
tion of those distributed in dividends to share owners. 

The point I want to make is that double taxation of dividends is of 
comparatively recent vintage and that it came into our tax system not 
by design but as an illegitimate offspring and a discredited and aban- 
doned experiment. 

Compare the tax liability of the individual who invests $10,000 
directly in real estate—say an apartment house—with that of the 
individual who invests the same amount in the shares of a real estate 
corporation, which might put $10,000 in an apartment house across 
the street. 

In the first instance, assuming earnings of 6 percent, the investor’s 
$600 income is taxed only once at his regular income-tax rate. If he 
is in the 30-percent bracket, he retains $420 after taxes. 

The second investor’s $600 share of the corporation’s earnings, how- 
ever, goes through the wringer twice. Initially there’s the corporate 
tax, ranging from 30 to 70 ‘percent, if the excess-profits tax applies. 
At 52 percent, the typical rate, the $600 available for dividends shrinks 
to $288. That’s one bite. Then comes the income tax which the indi- 
vidual must pay on the earnings of $288 coming to him in the form 
of dividends. If he, too, is in the 30-percent ‘br: icket, he ends up 
with only $201 of the $600 of original earnings. But the man who 
invested directly in business real estate keeps over twice as much, or 
$420 of the $600 earnings. 

Is it equitable that the investor who is a stockholder should net 
after taxes only $201 of $600, when another individual making a 
similar direct investment would net $420 out of $600? Clearly, the 
stockholder is being discriminated against. Interest on bond invest- 
ments, wages, fees, commissions, and other sources of individual in- 
come are subject to no such double erosion. 

Our tax laws are definitely unfair to the savers who, through their 
shareholdings, own part of American industry. If there were only 
a few share owners of American industry of great personal wealth, 
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then there would be little public interest in correcting the inequities 
involved in taxing divide nds twice. But this is not the case. Nearly 
5 million share owners, or more than three-quarters of all the people 
in this country who hold shares of publicly owned corpor ations, are in 
families with annual incomes of less than $10,000. The share owner 
is a farmer, an executive, a housewife, a plumber, a craftsman, or an 
unskilled laborer. The share owner is a woman in her twenties or a 
man in his sixties. The share owner lives in California, in New York, 
in Texas—anyplace on the map you may put your finger. 

Whether he pays the minimum tax of 22.2 percent. on his dividend 
income or the maximum 92 percent depends, of course, on his financial 
status. If his taxable income is as small as $2,000, he pays 22.2 percent 
on top of the tax which the corporation has paid already on those 

same earnings. 

These savers are quite aware of this double taxation and quite nat- 
urally seek to avoid it. When a young company sets out today to sell 
its common shares, investors with suflicient income to afford the risk 
tend to shy away. Other opportunities for investment—where the 
earnings are not subject to this punitive double taxation—make equity 
investments relatively less attractive. 

And what is the result? A monkey wrench is thrown in the mecha- 
nism of our economy. New enterprises seeking to create new wealth 
and productivity are unable to attract the equity capital they need. 
That is the problem we face. Men and women who have funds to 
invest in equities must have incentive to do so. They must be shown 
that it is to their advantage. 

Beyond the injustice done the equity investor in confiscating a big 
part of the earnings on his savings and the consequent drying up of 
the sources of equity funds, for small business, as well as large, the 
present double tax on dividends also encourages many enterprises to 
meet their capital requirements by borrowing, rather than through 
equity financing. 

The sale of eq uit + is unattractive to corporate management when 
the market value of their shares is less than book value, when market 
prices represent a low rate of « ‘apitalization of earnings, and when 
bond financing is possible on a much more favorable basis in terms 
of cost. These all result from an inadequate supply of equity funds. 

How has industry been raising the vast sums of new capital it must 
obtain to give employme nt to our ever-increasing labor force and to 
provide the necessities and conveniences which the American people 
seek? The answer is not a happy one—nor one that augurs well for the 
future. For the 7 years, 1946-52, the long-term debt financing and 
bank loans of corporate industry totaled $40 billion, more than 314 
times the $11 billion obtained from new stock issues. Government 
officials, economists, and business leaders alike have warned of the 
dangers inherent in this trend. 

It is axiomatic that a topheavy debt makes corporate financial struc- 
tures acutely vulnerable to changing business tides and straitjackets 
corporate flexibility. Bond interest is a fixed lien on edrnings which 
must be met—irrespective of what may be best for the company and 
its owners over the long pull. Making the purchase of shares more 
attractive to the investor will enable industry to sell new shares more 
readily and result in a healthier balance between share capital and 
debt. 
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Several different remedies have been proposed for eliminating or 
lessening the present double taxation of dividends. One is to exempt 
dividends from part of the income tax on individuals. This is the 
system that Canada adopted in recent years. Another is to treat 
corporate profits in the same way as partnership earnings, assessing 
income taxes on individuals only. <A third is to permit corporations to 
deduct dividends paid when computing their taxable income, just as 
they may deduct interest on bonds and other debt. Still another is 
to follow the British practice of considering corporation taxes as 
withholding taxes paid by the corporation for the share owner. The 
latter then reports his share of the corporate earnings and the tax 
paid on it by the corporation. 

If I were to offer my recommendations solely from the standpoint 
of equity and justice for the share owner, I would urge most strongly 
that the present double taxation of dividends be eliminated completely 
and that dividend income be entirely exempt from personal taxation 
to the extent that taxes have already been paid by the corporation. 

Mr. Drncewu. If you believe in that theory, why do not you make 
that asa recommendation? You say “If I were to offer my recommen- 
dations.” 'That leaves us up in the air, and I would like to have you 

say what you do recommend or do not recommend. 

Mr. Funston. My next sentence will clear that up, I think. 

I realize, though, how great is the Government’s need for revenue. 

Let me propose, accordingly, a course of action which will not cut 
tax revenues dangerously but which will give management, labor, and 
capital new incentive to build a stronger and more productive Nation. 

I propose that dividends be made exempt from part of the indi- 
vidual income tax schedule and, as a first step, that a credit of 10 
percent of the amount received in dividends be allowed against the 
individual’s income tax liability. In other words, an investor with 
$500 of dividends would compute his tax exactly as he now does and 
then deduct 10 percent or $50 from his tax. This would be the same 
as taxing his dividend income at 10 points less than he is now taxed. 
If this recommendation appears to be overly modest, let me emphasize 
that it is offered only as a start toward establishing a sane and sound 
Federal tax program. 

Just as soon as the Federal budget permits, a second step should be 
to increase the tax credit to 22.2 percent, thus completely eliminating 
double taxation of dividends for people in the lowest tax bracket. 

The advantage of this appro: se is that it is simple and presents no 
administrative problems. It would give a degree of relief to all in- 
vestors. In ps assing, it is worthy of note that this system appears to be 
working well in Canada, which, in 1949, started with a 10 percent 
dividend tax credit and, this year, increased the credit to 20 percent. 

I am convinced that even a 10 percent credit at this time would 
benefit all of us by br@adening public ownership of the Nation’s 
resources, by encouraging business expansion through the issuance 
and absorption of new equity securities, and by stimulating employ- 
ment. Although, initially, a 10 percent credit would inv olve revenue 
loss of from ‘ 650 million to $700 million, this loss would be more than 
offset within a few years by new tax revenues resulting from the 
stimulus which adoption of this program would give all American 
corporate business. 
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Just one thing more; and I hope you'll forgive me if it’s personal: 

Some 15 years ago my income was considerably less than it is now. 
I managed, though, to save a thousand dollars—after taxes. I in- 
vested those savings in shares of a company listed on the New York 
Stock Exchange. When I got my first dividend check it was a pretty 
satisfying moment—that is, until I realized my savings had under- 
gone three separate Federal tax bites: 

First, when I had earned the money. 

Second, when the corporation earned a profit by employment of 
my savings, and 

Third, when I, as an owner of the business, was taxed again on my 
dividend from those earnings. 

Now we Americans enjoy a triple play in baseball; applaud the 
triple-threat football player. I’m sure that I am on safe ground, 
though, when I question our enthusiasm for the triple penalty on the 
United States investor. 

Gentlemen, thank you for your considerate attention. 

Mr. Jenxins (presiding). You have made a very fine statement. 

Mr. Funston. Thank you. 

Mr. Jenxuys. I wonder if you would advise us with respect to your 
last paragraph at the top of page 9, how that works, what your 
recommendation is; then I am going to ask you how it would appl 
against the taxes gathered now from corporate dividends. I think 
it is something over $3 billion; $3.8 billion I have here. That may 
not be exactly accurate. 

The objection will be, as you said before, the result on the income 
of the Government. 

Mr. Funston. Yes, sir. 

Mr. Jenxrns. I would like you to take that paragraph and give it 
to us in plain, everyday language. 

Mr. Funston. Our proposal at the start would be to have each 
individual taxpayer take the income that he gets from dividends— 
say he is in the $5,000 bracket, and of that $5,000, $1,000 is income 
from dividends—he would take 10 percent of the $1,000 which would 
be $100, and deduct that from the tax computed in the present way. 
We would never give him a rebate of the amount of that deduction. 

Now, that 10 percent, we believe, would cost, based on our esti- 
mates—and these are the same estimates that Mr. Stam has and the 
Treasury has, or very close to them—we believe if things would go 
on the way they are now, it would cost between $650 million and $700 
million. We think, though, a good deal of that would be recap- 
tured, because there would be an increased incentive over a period 
of time, on the one hand, for corporations to pay out more in divi- 
dends so that more dividend income might be put to use, and there 
might be more taxes obtained in that way, and then there would be 
the added incentive on the part of millions of share owners, present 
and potentail, to invest more in equities, because being removed from 
double taxation on dividends, they would get a return more com- 
mensurate in equities for the risk they incur than they do at the present 
time. So, over a period of time, we believe a good share of it would 
come back again in the form of Federal revenue. 

That, of course, quite leaves out of our story that in simple justice 
and equity he ought to have it, but this is in terms of the effect on 
Government revenues, 
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Mr. Jenkins. Ten percent would give proportionately more advan- 
tage to the small-tax payer; in other words, 10 percent would mean 
more to him than 10 percent does to the big-tax payer, but 10 percent 
on the big fellow would free more money for investment. 

Mr. Funston. Exactly. But the same percentage would be a relief 
for everybody. 

Mr. Kran. As you know, I have been advocating what you would 

call a second step, which would be practically the same thing we had 
before, that the individual be exempted from —— you might call 
the normal income tax which, after January 1, will be 20 percent, 
due to the 11-percent reduction. I felt that was of a great importance 
on account of the fact that the future source of equity capital must 
be the man of medium income, because with the high income taxes, 
the high estate taxes, the historical source of equity capital is gone 
now because there are not the wealthy people to put the money in. 

Of course, that, I know, would cost more money, but I do not quite 
understand this 10 percent. I have not studied it very carefully. 
That is not 10 points; it is 10 percent. Under my plan everybody 
would be treated exactly alike. A man who had the 92-percent tax 
in the very top bracket would have a 20 percent lower tax, and the 
little fellow would have no tax at all. Therefore, he would be very 
much encouraged to go into equities. 

But on this 10 percent thing, does this mean that the man with a big 
income, paying an 80 percent tax, would be benefited according to 
the rate he was paying; that is, would it be 10 percent of all dividends ? 
I mean the man who was paying the tax rate at an 80 percent tax on 
$1,000 of dividends would pay $800. Would it be 10 percent of the 
tax ? 

Mr. Funston. No, sir. He would continue to pay his income tax 
exactly the way he does now and, if he was in the 80 percent bracket, 
on the top part of his income he would still pay 80 percent. What 
we would do is to take 10 percent of his dividend income and deduct 
that from the total tax as figured now, which would have the effect, 
really, of taxing his dividend income at 10 percentage points less. 

Mr. Kran. Seventy percent instead of eighty percent? 

Mr. Funsron. Yes. 

Mr. Kean. That would be exactly the same thing I was advocating, 
only one-half the amount. 

Mr. Funston. Yes, sir. As I understand it, you want to go to the 
point where Canada has just gone and eliminate 20 percent. I can 
assure you that in the securities industry we would be delighted to 
have that; we would much rather have than than 10 percent. 

Mr. Kean. That is natural, because it is twice as much as 10 percent. 

Mr. Funston. Our estimate on that is it would cost about $1.5 
billion a year. 

Mr. Kean. That would be exactly the same as what I proposed. 

Mr. Funston. Exactly. 

Mr. Kean. Only it would just give one-half and would not give any 
special benefits. If you would eliminate the tax on all dividends, 
double taxation on all dividends, it would be a bonanza for those in 
the upper-income brackets compared with those in the lower-income 
brackets, because they would get so much more benefit—and they 
might be entitled to more benefit, because the fellow paying 80 percent 
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or 75 percent in taxes would get much more benefit than the fellow 
paying 20 percent. 

Mr. Funston. They would get more benefit in dollar amount. I 
just think a is only fair where you are talking about equity and 
fairness. As I understand, your proposal is to take 20 percent of 
dividend income as a credit against the tax liability. 

Mr. Kran. That is right. 

Mr. Funston. Yes, sir. 

Mr. Kean. So, if you eliminate that much tax on the little fellow, 
it will encourage the small man to invest in equities, and he would 
pay practically no tax at all. e 

Mr. Funston. That is right. 

Mr. Kean. And therefore it would produce the capital that is neces- 
sary to expand the business of the country, which now has no place 
to get it. 

Mr. Funston. Yes, sir. 

Mr. Dineeix. Mr. Funston, early in your prepared statement you 
touched upon the capital-gains tax. 

Mr. Funston. Yes, sir. 

Mr. Dinceti. You have the same ideas that are pertinent and 
correct and something that the stock exchange people, I know, have 
been very much interested in, because they came to see me about it 
2 years ago. 

“Mr. Funston. Yes, sir. 

Mr. Drvncetx. And put forth some very potent arguments; yet I 
thought they were quite reasonable. They were willing at that time 
to take some increase. 

Do you have anything to add on that subject? 

Mr. Funston. Mr. Dingell, we have a definite program on capital 
gains, and I am prepared to state now what our suggestions are, but 
I believe the committee plans to have another hearing later on, at which 
time I was going to present our views in detail. 

Mr. Dinoett. I think it probably would be better if you made your 
preparation toward that time. 

Mr. Funston. Yes. 

Mr. Dincetx. But I thought if you had any definite ideas now and 
were willing to make a disclosure of your present views, without pro- 
longing this hearing because we are pressed for time, you might insert 
something in the record in brief concentrated form. 

Mr. Funston. Do you mean right now? 

Mr. Drneeux. I mean in connection with your remarks. 

The Cuamman. We are trying to follow a definite continuity here, 
and I think it would be better to handle it in that way. 

Mr. Drncetu. I just thought it would do no harm and it would be 
relevant to have a brief statement of his views at this point in the 
record as a part of his remarks. 

The CuaremMan. I am sure he would be glad to do that. 

Mr. Mason. If Mr. Dingell wants a report on that, why does he not 
get him to send him a report? 

Mr. Funston. I will be very happy to do that. 

Mr. Dineetn. That isall right, except I do not want it to appear that 
this is something I am personally interested in. 

Mr. Funston. No, sir. I appreciate that. 
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Mr. Drncewu. I heard you mention that quite early in your discourse 
and, if you will, let me have some brief outline. 

Mr. Funston. Yes, sir. 

Mr. Camp. Mr. Funston, I am very much interested in this subject 
of double taxation and have given it considerable thought in this com- 
mittee, and I would like to develop some points you mentioned there 
of giving the corporation credit for dividends paid. I think, if that 

can be followed, that would cure the injustice or unfairness in this 
whole subject, not only more easily for the Revenue Bureau but that 
it will be more easily understood by the American people. 

My theory of taxation is this: When tax rates are as high as they 
are now, when Federal taxation is, in reality, a burden upon our people, 
every consideration should be given to see that the burden falls equally 
and fairly on all people. Of course, we all understand the theory that 
a corporation is, in reality, a person—artificial, of course, but it is a 
person. Now, if that artificial person or an individual like you and I 
were to borrow capital, we would be allowed under the income-tax laws 
of every country in the world to deduct from our income the interest 
which we pay on our borrowed capital. Now, then, we let the corpo- 

ration deduct the interest it pays to banks. Why not give this same 
kind of treatment to the big corporations by way of deductions for 
dividends paid out to its stockholders? 

I wish you would comment on that theory. That is what I am 
following. 

Mr. Funston. That is one of the ways by which this problem could 
be obviated, and it is the one that was attempted to be introduced into 
the tax system in 1936. 

Mr. Camp. Do you not think that is the only way you can, in reality, 
prevent double taxation ¢ 

Mr. Funston. I think it is one way. The reasons we are not 
pressing that at this time are as follows: we think it would be much 
simpler and easier to understand and easier to administer to go at it 
the way Canada has—through the giving of a credit for dividend 
income paid. We think we would be able to demonstrate by such 
action very clearly to the investor he was getting some relief and 
that. he would, therefore, be stimulated to go into equity investment 
more. If you do it on the corporation level, it is not as apparent to 
him that he is getting some benefit. 

Also, we think it might be administratively easier to work it out, 
because back in 1936 when they attempted to do that, for some reason 
or other, it did not get very far. I suppose one of the reasons was 
people said, “Why should we exempt these corporations from taxes, 
even though they pay their earnings out in the form of dividends 
which are taxed in the hands of the individual share owners?” 

Mr. Camp. Let me interrupt you there. So far as the facility of 
doing the job is concerned, it would be far easier for the Internal 
Revenue Bureau just to give the corporation credit for the dividends 
paid. If there is any difference in favor of the ease of administr 
tion, it would certainly be in favor of giving the corporation credit 
for the dividends paid. There would not be any question about double 
taxation then. 

Mr. Funston. Giving the corporation credit is one way of getting 
around this problem, and if it could be worked and therefore double 
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taxation eliminated on that basis, that would be the millennium. And 
maybe that is the way to do it and, if it can be done that way, we are 
all for it, of course. 

Mr. Camp. My whole idea was this. When you are going to give 
credit to the stockholders, you run into the proposition that we face 
here all the time in this committee. I forget the percentage, but 
there is an alarming percentage of corporate dividends paid to stock- 
holders that is esc aping taxation entirely now. 

Mr. Funston. Yes, sir. 

Mr. Camp. I understand we are losing over $100 million a year; 
that so many people own 1 share, 2 shares, or 3 shares that they do not 
return any tax on. Now, if the corporation was credited, you would 
not have to chase down all of these individuals to give them credit 
when they are not even entitled to credit because they are not payin 
anything. It seems to me, so far as administration is concerned, 
that in credit given to the corporation there would not be any ques- 
tion of double taxation of the corporate dividends on the amount it 
paid out to its stockholders. 

Now there is another problem which we could solve at the same 
time and that is the one of these so-called cooperatives. There are 
a number of them in operation sailing under the banner of bein 
cooperatives when they really are not, and if they were credited wit 
the amount of money they paid back into their principal, then you 

could tax that and it would be simple. 

I just wanted to tell you that that was the idea I am pursuing. I 
have thought of all these other ways but I think after all, that is the 
only way we will ever prevent double taxation of the earnings of 
cor porations. 

Mr. Funston. Of course, sir, Mr. Camp, another advantage there 
would be in doing it that way is that you would remove, if it was 
a complete 100-percent exemption from the corporation tax of all 
sums paid out in dividends, that would have an incentive from the 
corporate member’s standpoint to make him more eager to invest. He 
would just as soon issue equity securities instead of bonds in the 
financing of his business in the future. So my point there only is 
that if that could be worked out completely the — they tried to do 
it, that would be one very fine solution to the problem 

As we sit here and see it, we think that is a little too much to hope 
for, so we are recommending our 10 percent or Mr. Kean’s 20 percent. 

Mr. Camp. Have you m: ade a calculation or do you know how much 
the loss would be in revenue to the Federal Government if credit 
were given for dividends? 

Mr. Funston. Sir, we do not have a definite figure on that, but if 
double taxation of dividends were completely removed, either by the 

method you suggest or by giving a complete exemption in the hands 
of the individual share owner, our estimate is that it would cost about 
at present levels $4,400,000 a year. But, of course, that is what the cost 
would be right now, and it would so stimulate our economy that we 
believe over a period of time that loss would be reduced materially. 

Mr. Reerp. That is a very true statement, Mr. Funston, and is true 
of a great many of our taxes. While it might look as though through 
reduction of taxes we would lose some revenue, the history shows when 
your tax rates are high, that you shackle business. Whereas, if you 
get down to a rate that is reasonable and fair, then you stimulate 
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business and it will pick up more revenue than you do under a 
very high rate. 

Mr. Funston. In the area of taxes which I have studied—the capital 
ains and the double taxation of dividends—I would say that is 
efinitely so. Iagree completely. 

The CuatrMan. In other words, a tax that forces a corporation 
to go out and borrow, rather than to use equity capital, it is just as 
dangerous to the corporations of the country as the same system is to 
the Federal Government. Is that right? 

Mr. Funston. Very much so, and since the was the rise in the 
corporate debt in dollar terms and in percentage of the total capital- 
ization of the corporations has been very, very rapid. 

The Cuarrman. Yes, and it is growing more so. 

Mr. Funston. Yes, sir, all the time. 

Mr. Mason. I have been following the Canadian system on allevi- 
ating this double taxation, and as I get it, it has oe out wonder- 
fully well there, has it not? 

Mr. Funston. Yes, sir. 

Mr. Mason. Their experience has been from 1949 on and now they 
have doubled the 10 percent to 20 percent on the basis of that ex- 
perience ¢ 

Mr. Funston. Yes, sir. 

Mr. Mason. As I understand it that 10 percent credit has stimulated 
the investments in corporations on the part of those who have money 
and they are now encouraged to invest it and it has meant a great 
deal to their economic setup, has it not? 

Mr. Funston. That is my understanding, sir. There has been a 
study made of that experience and I believe those conducting the 
study have come to more or less the same conclusion. 

Mr. Mason. That is the point I wanted to bring out—the fact that 
Canada has shown the way. 

Mr. Funston. Yes, sir. 

Mr. Mason. Under their experience they have done remarkably 
well and now they are adding another 10 percent, making it 20 per- 
cent, because for the fact that their experience with the 10 percent 
has been so good. 

Mr. Funston. That is correct. 

Mr. Mason. Naturally a 100-percent credit for dividends would 
do away with double taxation, but it wouid be such a shock to the 
Treasury that we could not stand it, but as a gradual approach this 
$500 million or $600 million loss the first year would be gradually 
picked up in the years to come because of the effect on the economy. 

Mr. Funston. Yes, sir. One of the advantages of our plan is that 
you can start at whatever level you gentlemen think is a reasonable 
one and build upward, and you can go to Mr. Kean’s 20 percent or 
= can go to 30 percent or 40 percent or 50 percent, depending upon 

ow much you feel you can do. 

Mr. Mason. I think that is the way to solve the problem. 

Mr. Funston. We feel so. 

Mr. Mason. For instance, if John Jones, who received in dividends 
maybe only $100, he gets 10 percent of that, and that is $10 saved and 
he knows that, but when it is a corporation credit, that is something 
he does not understand and it does not affect him. 

Mr. Funston. Yes, sir. 
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Mr. Exernarter. Mr. Funston, on page 9, toward the end of the last 
paragraph you say: 

Although initially a 10-percent credit would cause a national loss of $650 
million to $700 million, this loss would be more than offset in a few years by 
new revenue resulting from the stimulant which adoption of this program will 
give all American business. 

That is along the line or theory that Mr. Reed, our chairman, ad- 
vanced a few minutes ago. An increased expansion of business under 
the regular corporate rates would bring in more revenue? 

Mr. Funston. Yes, sir. 

Mr. Esernarrer. Do you think at the present time business in gen- 
eral needs stimulus? 

Mr. Funston. Well, sir, I do. I think that most enterprises, par- 
ticularly the smaller enterprises, are finding it most difficult at the 
present time to get adequate funds to build and expand their business. 

The big corporations, for example, with established credit, find it 
not too difficult to go out and float a bond issue or to get a bank loan 
or a loan from an insurance company, because they have established 
credit, and the fact that it is hard to get equity money does not hold 
back their program, because they can get debt money. 

On the other hand, the small venturer, who is starting up and want- 
ing to grow, or the man who is looking for funds for a new kind of 
enterprise, is finding it very difficult to obtain the funds to do that. 

I have just been down in Texas, for example, and it struck me down 
there as to the number of people as I went around and talked to people 
who were saying they could not get equity funds to share with them 
in the risk of building or expanding a new or small business. 

Mr. Esernarier. I assume that is true and I kind of agree with you 
on that, but that leads me to make this observation: The average in- 
come of corporations for the years 1942-45, after taxes, was $8.5 billion. 
Whereas, for the years from 1950 to 1952 the average was $19 billion. 
That is more than doubling the profits of corporations after taxes. 
Can we come to the conclusion from that that there is still a lack of 
equity capital for small ‘business ? 

Mr. Funsron. Yes; I think you can. 

Mr. Esernarter. You say the profits of corporations has more than 
donbled in the last 4 years and yet we are faced with the proposition 
that there is a lack of equity capital? That is what I want you to 
explain to me. These figures may not portray the true situation, 
especially with respect to small corporations. 

Mr. Funston. A lot depends on the way that equity capital has been 
built up—I mean the way that the funds have been secured in order to 
carry this enlarged business volume, which in turn has given these 
greater profits, but usually the corporations have gotten most of that 
money in the form of retained earnings and depreciation accounts and 
in terms of borrowing, and not in the equity realm. 

Mr. Esvrruarrer. You mean by the floating of bond issues and 
getting money in that way they have been able to expand to some extent 
und make bigger profits, because the more capital they actually have— 
that is, the more cash they actually have is because of the sale of bonds? 

Mr. Funston. Yes, sir. You see, it is only the big fellows—the 
people with established credit—that can go to the banks or an in- 
surance company or the bond security market and get those funds. 
The little fellow who is growing or expanding or starting a new ven- 
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ture, does not have established credit and he has to get somebody to 
come in and share with him the risk of that business. The only way 
you can share that risk is through equity capital, and the people who 
have equity capital to put up are, for one reason or another—and this 
comes back to the capital-gains story which I will not get into now— 
but because of the capital gains and because of this double taxation on 
dividends they say: “Why should we take the risk when we are going 
to get socked twice in terms of profits; we are going to get socked twice 
if we get some income in and then if we lose the money, that is our 
tough luck?” They say, “Why risk it? We will put it in some other 
investment.” 

Mr. Exsernarter. Of course, in that connection, let us not forget the 
fact when you have invested in stocks or bonds you have no personal 
liability ; whereas, if you invested directly in some venture personally 
you would have a personal liability as to everything you own, and we 
do not want to forget the advantages of investing in corporations. 

Of course, on the question of the Canadian method of taxation which 
was brought up, it appears to me that is quite a different situation, as 
their economy in Canada is different to that in the United States. 
They are not very well developed so far as production is concerned as 
the United Statesis. It isa different system of taxation and perhaps is 
needed up there in order to give more advantages to the corporations 
struggling in Canada than they need to do in the United States? 

Mr. Funston. That all depends. We think a lot of Canada’s dy- 
namic growth since the war has been due to the relatively more favor- 
able tax laws which has encouraged venture capital, rather than the 
American type of law which has discouraged it. 

Mr. Epernarter. Cf course a lot of people put forth the argument, 
too, Mr. Funston, that we in the United States are producing now more 
than we can possibly consume, and that is bad for business in a lot 
of ways. They cannot expand anymore unless we can find other 
markets throughout the United States and the world, and then we are 
up against another proposition. 

Mr. Hotmes. Mr. Funston, do you have any facts on the amount of 
venture capital that has moved into business in the past 5 years on an 
annual basis? 

Mr. Funston. By “venture capital” do you mean that which has 
moved into new enterprise ? 

Mr. Hotmes. Yes. 

Mr. Funston. No, sir; I do not. I do not believe that that figure 
is available, but we will try and get it for you. It is very hard to 
define the term to know what is new venture operations. 

There has not been as much venture capital being put into the 
stream of business economy, as the people who have venture money, 
and for enterprises that are a worthwhile need. 

Mr. Hotmes. Do you think that is more extreme now than it has 
been in the years past? 

Mr. Funston. This is just a guess, sir: I would say that it is. If 
you interpret venture capital to be new ventures on the part of exist- 
ing whe coe existing enterprises found that they cout accumulate. 
They had saved up depreciation funds during the war, perhaps, or 
before the excess-profits tax came in and could retain more of their 
earnings. Now each year for the past 4 or 5 years the percentage 
of new capital provided in terms of Gade has risen as a percent of the 
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total and retained earnings has gone down, and all equity security 
has stayed about the same. 

Mr. Hormes. Yes, but does that give you factual information as 
to the movement of venture capital ? 

Mr. Funston. I do not think it does, sir. In venture capital, if 
you interpret that to be capital for brandnew enterprises, I do not 
lave any statistical proof of that, except when you talk to bankers 
and go around the country, everybody seems to be crying. 

Mr. Mason. Would the gentleman yield there a moment? 

Mr. Hotmes. I would like to complete my questioning. 

Let us come back to your suggestion which you made earlier on 
this 10-percent credit. 

Mr. Funston. All right, sir. 

Mr. Hotmes. Do you have any figures on the low side of income? 
All the rest of these go up on the top side, but on the low side do 
you have any figures there on the average income where there is no 
rebate or breaking off of 10-percent credit? 

Mr. Funston. In other words, if a 10 percent of dividend income 
was applied as a credit against tax liability ? 

Mr. Howes. Yes. 

Mr. Funston. You mean what income level would that be in terms 
of annual income ? 

Mr. Hotmes. For instance, you made the statement that you would 
give this 10-percent credit and then you would pay no rebates, but 
there is somewhere along on the lower incomes where there would be 
a break off where you would have to begin paying rebates and you 
would have to stop. 

Mr. Funston. I think it would be impossible to get any overall 
figure on that, because so much depends on what percentage of a 
man’s total income would be dividend income. 

Mr. Homes. It would likewise be just as difficult to say how much 
money from that would be forthcoming from venture capital, too? 

Mr. Funston. Yes, sir; it would. 

Mr. Hotmes. Thank-you very much. 

Mr. Mason. Mr. Chairman, I have a question or two. 

The fact that retained earnings of corporations during the last 5 
years, we will say, have been cut practically in one-half because of 
our tax rates—excess-profits tax, and so forth—has meant that there 
has been a double demand for equity capital, if we are going to expand 
at the same rate, and equity capital has not met that demand. Isn’t 
that the situation that we are facing ? 

Mr. Funston. Yes, sir. 

Mr. Mason. Of course, I am using just rough expressions like “cut 
in one-half.” 

Mr. Funston. That is just about right, sir. From 1946 to 1950, 
46 percent of the total new capital for plants and equipment came 
from retained corporate earnings. By 1951 it had fallen to 29 per- 
cent. I do not have the 1952 final figure here, but I am sure that it 
is smaller than that. 

Mr. Mason. That is the thing which affects the equity capital? 

Mr. Funston. Yes, sir. 

Mr. Mason. He cannot retain enough earnings to expand and 
therefore if he is going to expand, he must reach out and get equity 
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capital, and because the retained earnings have been cut, it means 
there is a double demand for equity capital ? 

Mr. Funston. Yes, sir. The trouble in filling that demand is not 
being able to get enough equity capital because most of the equity 
capital has gone into bonds. Therefore, in 1945, the private corpor- 
ate debt of the country was about 54 percent of the national income, 
and by 1951 it was 65 percent. 

Mr. Hotmes. Do not misinterpret my questions. I am very much 
interested in what you have to suggest, and I am trying to get some 
facts here. 

On the assumption which Mr. Mason has just made and statistically 
proved, is there likewise the same proof that there would be the de- 
mand for that one-half of equity capital which has been retained and 
not taken by taxation ? 

Mr. Funston. I do not follow you, sir. 

Mr. Hotmes. Mr. Mason has just said that the available money 
for equity capital has been cut in half for the past several years. 

Mr. Mason. No, sir; I said the available retained earnings; that 
is not investment capital. 

Mr. Hotmes. What is the difference? 

Mr. Mason. The difference is that one belongs to me and the equity 
capital belongs to someone else that I want to attract. 

Mr. Hotmes. But, you want to put the retained earnings into equity 
capital. 

Mr. Mason. Yes, sir. One belongs to me and the other belongs to 
you, and there is a lot of difference between the two. 

Mr. Hotmes. In your procedure, do you have the market to absorb 
those retained earnings which have been cut 50 percent through taxes 
back into investment in this country now ¢ 

Mr. Funston. Yes, sir. The estimates which have been made for 
the needs of business in the years to come for new plant and equip 
ment, exceed $27,500,000,000 or $28 billion, which we will put into new 
equity this year. 

There have been estimates made that by 1960 we will need in this 
country, not $27 billion a year added for new equipment, but some 
where near $40 billion. You see, we are adding to our labor force 
each year between 500,000 and 700,000 new people. The cost is esti 
mated at $11,000 per person to equip them with the capital good 
that they need to work at their job. 

As I see it, there is a tremendous future need in this country for 
new capital and equipment, and we have got to get it, in order to be 
sound, from equity capital. Our 10 percent—and the 20 percent 
would be better—but our 10 percent we believe would free substantia! 
sums which would flow into this line. 

Mr. Hotmes. I think that is a good point to have in the record 
I also think your statement on the individual equipment cost in this 
management scheme is quite conservative. I think it is up around 
$13,000 or $14,000 on an average, and in some instances it is more 
than that. 

Mr. Curtis of Missouri. Mr. Funston, I could not agree more wit!) 
the problems which confront us in this matter than your presentation 
of it, but there is one thing which I am a little concerned about. | 
think that you and I perhaps agree fundamentally, but you keep 
referring to this as a double taxation. 
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To me, literally, we have here a tax on the corporate form of doing 
business. You intimate that you would like to see that completely 
done away with on the basis that it is unfair, but I think it is perfectly 
fair and proper for the Government to impose a tax on the corporate 
form of doing business. You and I agree, however, that the rate is 
entirely too high, and that is what you are calling double taxation. 
But it does not seem to me that it is double taxation to impose a tax 
on the corporate form of doing business, because, after all, as you 
posed the question of a man who has an investment in real estate, he 
does not get this additional tax if he does not organize as a corporation 
and thereby subjects himself to unlimited liability. 

I wonder if you would comment on that as to whether or not you 
do not feel that it is proper for the Government to impose some tax 
on the corporate form of doing business? 

Mr. Funston. Oh, yes, sir. I think that the corporations and all 
of us in this country who get the benefit from this country have to 
pay taxes and our full, fair share of taxes. 

Mr. Curtis of Missouri. As you well know, with our double taxa- 
tion, as you call it—our tax on the income which stockholders re- 
ceive—many people who had organized on a corporate basis, become 
partnerships, and there is always that problem in the formation of an 
enterprise as to whether to handle it as a partnership or a joint 
venture or as an individual or whether to incorporate. One of the 
incentives that perhaps prevents the enterprise from becoming a 
corporation, is this thing which you call double taxation ? 

Mr. Funston. Yes, sir; but you see, our problem is this: Our aim 
is to make this a Nation of share owners, because we believe that is 
one of the very best ways to make capitalism work for the benefit 
of everyone. 

Mr. Curtis of Missouri. I think certainly that the corporate form 
of doing business is responsible for a great deal of the success of our 
country. But you must admit there are other ways of doing business, 
and they are very good ways. But for the Government to impose a 
tax on the corporate method of doing business, which it does, is a 
legitimate field of taxation. ‘The rate can be entirely too high, and, 
in my opinion, it is outrageous right now, but I would not, frankly, 
like to see it completely eliminated. 

Mr. Funston. You see, the point is that you said the partnership 
form or the corporate form is an option to individuals, but it is not an 
optional thing to the millions of small people who are stockholders. 

Mr. Curtis of Missouri. Why, of course it is; they can invest in 
some private concern in their own community if they so desire. 

Mr. Funsron. My point is this: If they are going to participate 
in the corporate business—— 

Mr. Curtis of Missouri. You are talking about the corporation on 
the New York Stock Exchange. 

Mr. Funston. I have reference to the publicly owned corporations. 

Mr. Curtis of Missouri. That is only one phase of it. 

What you are saying is because the corporate form is being taxed, 
that therefore it is an unfair double taxation, and I disagree with you. 
I think it is too high; the tax is so high that we are actually, in my 
opinion, undermining our economic str ructure ; but to say that the tax 
itself on that method of doing business is unfair, I cannot go along 
with you. 
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Mr. Funston. I do not say that the tax on the corporation is unfair 
at all. 

Mr. Curtis of Missouri. I am talking about the corporate form of 
doing business, whether you impose it on the corporation itself or 
whether you impose it as it is being done here, by taxing the dividends 
in addition. 

Mr. Funsron. It is being done now in both instances. 

Mr. Curtis of Missouri. That is exactly right; but when we ana- 
lyze what you are taxing, you are taxing the corporate form of doing 
business; that is all you are taxing. I again say that we do not dis- 
agree so much in the actual proposal which you have, because I think 
the rate is so high that we should attempt to get it back to something 
which is fair. But, the thing that disturbed me was your idea that 
the whole thing was unfair and that it should be completely eliminated. 

Mr. Kean. I still have not got your plan quiteclear. Take the man 
who has—2 people who have $1,000 worth of dividends, and 1 is a 
wealthy man and a man who has a big income—a corporation presi- 
dent who pays 80 percent as tax—what would he save under your plan 
in taxes? 

Mr. Funston. $100. 

Mr. Kran. He would save $100? 

Mr. Funston. Yes, sir. 

Mr. Kran. Then the little fellow would also save $100 ? 

Mr. Funston. Yes, sir. 

The CHatrman. We thank you, Mr. Funston, for your very fine 
presentation. 

Mr. Funston. Thank you gentlemen very much. 

The Cuatrman. Now, we have 30 minutes before the House meets 
and we have something like 14 more witnesses, but I think I am going 
to continue right through the noon hour to see how far we can get, 
because we have got to finish this topic today. 

The next witness will be Mr. Walter Maynard, who is chairman of 
the tax committee, Association of Stock Exchange Firms. 

Give your name and the capacity in which you appear, Mr. Maynard. 


STATEMENT OF WALTER MAYNARD, CHAIRMAN, TAX COMMITTEE, 
ASSOCIATION OF STOCK EXCHANGE FIRMS, WASHINGTON D. C. 


Mr. Maynarp. Mr. Chairman and gentlemen of the committee, my 
name is Walter Maynard; I am a partner of Shearson, Jlammill &: Co. 
New York; I am also chairman of the tax committee of the Associa- 
tion of Stock Exchange Firms and a past president of that association. 

Our association, and I believe all the several segments of the securi- 
ties business, are in agreement with most economists that the present 
situation, in which money earned by corporations and subsequently 
distributed to shareholders in the form of dividends is taxed twice, is 
a thoroughly bad one, not only from the point of view of corporations 
and their share owners, but from the point of view of the welfare of 
the economy as a whole. The present position is unfair, and unwise— 
there really seems to be very little disagreement about this—Secretary 
of the Treasury Snyder in 1951 in a plan before this committee for 
higher taxes said: 

I have long been on record as wanting to try to work out some method of 
avoiding double taxation— 
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and in a recent TV broadcast Secretary of the Treasury Humphrey 
said that relief should be granted. 

Accordingly, the problem would seem to be not to decide on the 
merits of any proposal to reduce or eliminate the evils of double 
taxation, but rather to decide whether this is an appropriate time to 
do it. Since there is a constantly increasing risk of recession from 
boom, and since double taxation creates corporate capital structures 
which accentuate this risk, the earliest possible action on this subject 
would seem desirable. 

This is because the double taxation of corporate dividends provides 
a powerful incentive for the creation of corporate debt and places a 
corresponding penalty upon equity capitalization. The potentiality 
of bankruptcy—the seeds of depression—are contained in corporate 
debt, whereas the soundest possible capitalization for corporate enter- 
prise is one consisting entirely of common stock. Therefore, the pres- 
ent situation acts as a constant force in the direction of unsound 
financing, surely an evil in a growing capitalist economy, which should 
promptly be ended. 

Turning to revenue aspects of this question, this committee, in the 
course of its work of reshaping the revenue laws, must over and over 
again face the problem of choosing between immediate and clearly 
discernible revenue loss and permitting taxes to continue which jeop- 
ardize the health of the economy as a whole. The measure which we 
advocate as a first step in the attack on the double taxation of cor- 
porate income—a tax credit of 10 percent of dividend income for 
individuals and fiduciaries—would of course appear to produce a 
revenue loss, possibly as much as $700 million. The word “appear” 
is used advisedly, because this measure, through producing (a) 
sounder corporate capital structures, and (6) increased availability 
of equity capital, would promote the financial health of the cor- 
porate sector of the economy as a whole and thus create revenues from 
other taxes larger than they would be if the proposed action were 
not taken, and in the long run, larger than those lost as a result of 
granting the credit. 

The effect of a tax credit of 10 percent of dividend income would be 
to increase the value of the dividend-paying ability of corporations 
to their stockholders. This in turn, by creating an additional incen- 
tive for security ownership, would result in the creation of more equity 
capital and a consequent rate of economic development in this country 
higher than otherwise would exist, with a resulting benefit to the 
yield of other taxes. 

In this connection it is interesting to note that Canada, recognizing 
the importance of an ample flow of venture capital toa rapidly grow- 
ing country, adopted a 10-percent dividend credit scheme in 1948, and 
recently, as a result of favorable experience, has doubled the credit to 
20 percent. 

A credit of 10 percent of dividend income would aid in providin 
the means for more rapid expansion of our economy, reduce the md 
and impact of recession, and create additional incentive for the ac- 
cumulation in the hands of lower bracket taxpayers, of additional 
emounts of equity capital. The time to make a start in ridding our 
economy of a basic tax evil is now. 

The Cuatrman. We thank you very much, sir, for your very fine 
contribution, Mr. Maynard. 
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Are there any questions? 

Mr. Hotmes. In the field of double taxation there are two main 
categories: Double taxation within the same jurisdiction and double 
taxation of overlapping jurisdictions. By that I mean in the same 
jurisdiction we have double taxation of the Government taxing a 
corporation and the Government taxing the dividends to the indi- 
vidual. If we removed double taxation within the same jurisdiction, 
what are we up against in relation to removing double taxation in 
overlapping jurisdictions? The latter is represented by the municipal 
tax and the State tax and that is a problem which has never been intro- 
duced in this committee, but enters into the problem of double taxation. 

Do you have any facts along that line? 

Mr. Maynarp. There is a problem in that corporations are taxed 
by the several States and there have been cases of corporations chang- 
ing the States in which they are incorporated for the purpose of avoid- 
ing taxation which they consider to be unfair. 

Generally speaking, however, the State taxation on corporations 
is at a very much lower level than the Federal taxation on corpora- 
tions, and the State taxation on corporations is not necessarily based 
on the same kind of computation of income as used for the computation 
of corporate taxes. 

Mr. Houmes. | appreciate the statement which you just made before 
the committee that you would think that the double-taxation problem 
from various overlapping jurisdictions is not anywhere near as im- 
portant as the double-taxation problem of the same jurisdiction. 

Mr. Maynarp. No, sir; it is not. 

Mr. Hotmes. Thank you. 

The Cuatrman. Thank you very much, Mr. Maynard, for your 
very fine contribution, sir. 

Mr. Maynarp. Thank you very much, Mr. Chairman and gentlemen 
of the committee. 

The CuatrMan. The next witness is Mr. Edward T. McCormick, 
president of the American Stock Exchange. 

Mr. McCormick, give you name for the record, and we will be glad 
to hear you. 


STATEMENT OF EDWARD T. McCORMICK, PRESIDENT, AMERICAN 
STOCK EXCHANGE, NEW YORK 


Mr. MoCormick. Mr. Chairman and members of the committee, I 
am Edward T. McCormick, president of the American Stock Ex- 
change, 86 Trinity Place, New York City. 

I appreciate this opportunity to appear before you in connection 
with your study of proposed revisions of the Internal Revenue Code, 
particularly, with reference to the subject of the day, namely, the need 
and techniques for alleviating double taxation of dividends. 

At the outset let me say, that, as a citizen I firmly believe that every- 
one who participates in the great benefits granted to those who live 
in this country should bear his fair share of the necessary costs of 
Government; and that none of us should oppose any fair and equitable 
tax levied upon us to pay such costs. There are, however, a few taxes, 
which have crept into the Internal Revenue Code over the past few 
decades which are eminently unfair and inequitable and which, in my 
opinion, your committee should take steps to have rectified as soon as 
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is feasible. One of the prime examples of such inequitable taxation is 
the double tax on dividends which, I believe, was first assessed as a 
part of the normal tax structure back in 1936. 

Under this form of taxation a shareholder is taxed not only on the 
net income of the corporation in which he holds his shares, but again 
when a portion of that income is distributed to him as a dividend, 
To my knowledge, no other form of individual income, whether it be 
rents, royalties, or interest is subject to such a dual assessment. 

If the Congress were intentionally to seek for a means of destroying 
the incentive of investors to place their funds in equities, it coul 
hardly have devised a better or more effective means for accomplish- 
ing that purpose. To many investors in the middle income group and 
above, those who can afford to take the risks that equity investments 
involve, the prospective returns in corporate earnings are so inequit- 
ably taxed that they find inadequate incentive to invest their funds 
in the expansion of seasoned industries or the development of new 
growth enterprises. 

To keep our free enterprise system healthy and growing, it is essen- 
tial that it be able to draw upon a continuous supply of fresh venture 
capital. The retained earnings which corporations have been living 
upon to a great extent cannot meet the future needs of our economy. 
Since the Second World War undistributed corporate profits and 
depreciation allowances supplied approximately 60 percent of the 
total requirements of domestic corporations for a new plant, equipment 
and working capital. But the high tax level combined with extraordi- 
nary costs of production is gradually reducing this source of equity— 
a source which is not available to new enterprises in any event. The 
danger, it seems to me, is that, with equity funds reduced in supply 
corporate enterprises will be forced more and more into the debt 
market with resulting unfortunate consequences in the event of a 
business recession or depression, or, will be forced to obtain their 
funds from the Government, an alternative which we all agree we 
must avoid. 

In the years 1946 through 1949, for example, nonfinancial corpora- 
tions obtained on the average 64 percent of their capital from retained 
earnings, only 6 percent from new equity financing and 30 percent 
from debt. But mark the trend; in 1951 such capital was derived— 
43 percent from retained earnings, 6 percent from new equity financ- 
ing, and 51 percent from debt. New equity capital from the issue of 
stock has amounted to less than $2 billion annually since the Second 
World War. On the other hand, corporate debt has grown from the 
end of that war through 1951, from $85 billion to $156 billion. 

This great increase in corporate indebtedness caused in large meas- 
ure by the shortage of adequate venture capital, presents a danger 
not only to the corporations thus forced to saddle themselves with 
such loans, but to the entire national economy as well. While the 
danger may not be immediate, it is nonetheless a real and threatening 
cloud overhanging us. Such excessive reliance upon debt as a source 
of fresh financing is both abnormal and unhealthy. To make equity 
investment both feasible and attractive several steps may be taken 
by the Congress. One of the chief ones is a step toward alleviation 
of the existing inequity caused by the double taxation of dividends. 

While I firmly believe that there is no place in our tax structure 
for a tax which is admittedly inequitable, I must confess that I do not 
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believe that it would be feasible for the Congress to abolish at one 
stroke this double tax on dividends, although its announced program 
should point toward its ultimate abolition. 

What the Congress might do, as a temporary expedient, is allow 
investors a tax credit in some appropriate percentage such as 10 per- 
cent on dividends received. It might well add an allowable deduction 
from gross income in the amount of $200 of dividends received or 
some such figure, with the option in the ts ixpayer to take either the 
percentage credit or the dollar deduction. 

While the adoption of such a measure would, of course, ta In 
an immediate reduction in the amount of taxes received, it is my 
opinion that, in the long run, not only would the country banefit sub- 
stantially to the extent that these tax-free funds are reinvested in 
the building and maintenance of our economy, but also the tax revenue 
of the Government would be increased proportionately by reason of 
the increased taxable earnings of such corporations. 

In short, probably no greater stimulus could be given by the Con- 
gress to our free-enterprise system, and no greater inducement given 
to corporations to slow their rapid accumulation of dangerous debt 
obligations than the present alleviation in some degree and the ulti- 
mate abolition of this ill-conceived and unfortunate perpetuated 
double tax. 

The Cuatrman. Thank you, Mr. McCormick. 

Are there any questions 

Mr. Soa: mes. Mr. McCormick, could you tell me the difference 
between what you classify as “debt” and as “equity” capital ¢ 

Mr. McCormick. Yes, debts would be borrowing, whereas equity 
would be representation in the ownership of the corporation in the 
buying of stock. 

Mr. Hotmes. What is the difference between borrowed ownership 
and borrowing ? 

Mr. McCormick. Borrowing is an agreement to repay a fixed sum 
and pay interest periodically, generally annually or quarterly. 

Mr. Hotmes. You have a separate situation ? 

Mr. McCormick. That is correct. The person who lends the money 
does not become an owner in the enterprise and participate in the 
losses or profits of that enterprise. 

Mr. Hotmes. Would you give me again the distinction between 
your concept of equity and debts 4 

Mr. McCormick. Equity is ownership in the enterprise in which 
the person who owns the certificate participates in the profits and 
losses and ownership of the enterprise, whereas in the case of debt, it 
is a mortgage which the corporation has agreed to pay at a fixed 
sum, and in the interim pay periodic fixed sums in the form of 
interest. 

Mr. Hotmexs. That is where the corporation is never in debt to the 
owner ¢ 

Mr. McCormick. That is correct. 

Mr. Exsernarter. This matter of increasing the corporate debt of the 
Nation and the trend in that direction is quite deplorable. 

Mr. McCormick. Yes, sir. 

Mr. Esernarter. And, in the future, it could become more deplor- 
able becasue of the high interest rates. That is also a fact? 

Mr. McCormick. That is v ery definitely true. 
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Mr. Esernarrer. It is much more difficult to float bond issues, and 
they are compounding the situation. 

Mr. McCormick. There is not any doubt about that. Many bond 
issues were withdrawn from the market in recent months because of 
the difficulty of refinancing at what was considered a fair rate. 

Mr. Epernarter. So you are really hit two ways: The high interest 
rates on bonds which it is necessary to pay and. the fact there is not 
sufficient equity capital available for investment. So, you have a 
double handicap? 

Mr. McCormick. That is correct. 

Mr. Kean. Along that line, maybe the fact that interest rates are 
high, may drive the company to raising equity capital, which we are 
all looking for. It may be an advantage. 

Mr. McCormicx. I think that would be true as a normal relation- 
ship between common stocks and debts. However, I believe the in- 
equity we are speaking of here, has destroyed the normal balance you 
would get between debt financing and common-stock financing 

Mr. Esernarter. The fellow who has a debt hanging over him is 
not worried so much about the small amount he has to pay in interest, 
but what worries him is how is he going to pay back the principal. 

Mr. McCormick. Exactly. 

The CuarrMan. He cannot go out and get credit very well if he has 
a big debt hanging over him? 

Mr. McCormick. That is correct; each additional block costs him 
more. 

The Cuarrman. Thank you very much, Mr. McCormick. You have 
presented a very fine statement. 

Our next witness will be Mr. William A. Lacock, president, Phil- 
adelphia Securities Association. 

We are glad to see you here, Mr. Lacock, and will you please give 
your name and the capacity in which you appear for the record? 


STATEMENT OF WILLIAM A. LACOCK, PRESIDENT, PHILADELPHIA 
SECURITIES ASSOCIATION 


Mr. Lacock. My name is William A. Lacock, and I am president 
of the Philadelphia Securities Association. 

The CHArrmMan. Mr. Lacock, have you a statement which was dis- 
tributed among us here? 

Mr. Lacock. I did not come down with a long prepared statement. 

The Cuatrman. About how long will it take you? 

Mr. Lacock. About 3 minutes. 

The CHarrman. Thank you. 

Mr. Lacock. Well, sir, I came down representing not one of the 
stock exchanges or the market places for securities, but I came down 
representing a group or a cross section of the financial community of 
Philadelphia. Our membership is composed of partners and officers 
of investment banking firms, brokerage houses, security salesmen, 
financial analysts, security traders, bank trust and investment officers 
security officers of life and casualty and fire insurance companies, an 
others handling large and small investments for individual trusts 
and institutions. 

We feel that this double taxation is economically unsound as it 
siphons off equity capital, a good part of which would normally go 
back into investments to exp: and industry. 





GENERAL REVENUE REVISION 491 


The reinvestment of funds will create new jobs, earn additional in- 
come, and help toward developing a sounder economy in our country. 
In the long run this expansion should create more tax-producing in- 
come and the net tax received will be greater than the present double 
taxation produces. We feel, therefore, speaking as investors as well 
as security people, that this double taxation should be eliminated. 

Thank you gentlemen. 

The Cuarrman. Does that complete your statement ? 

Mr. Lacock. Yes, sir; it does. 

The Cuarrman. Are there any questions 

Thank you very much for your fine presentation, Mr. Lacock. 

The next witness is Mr. Joseph A. Schafer, certified public ac- 
countant. 

Mr. Schafer, we are glad to see you here, and will you state your 
name and the capacity in which you appear for the record. 


STATEMENT OF JOSEPH A. SCHAFER, CERTIFIED PUBLIC 
ACCOUNTANT, PHILADELPHIA, PA. 


Mr. Scuarer. Mr. Chairman, I have some involved points in my 
report here, and I believe I would like to have 15 minutes, if that is 
at all possible. 

The CuarrMan. Well, we will do the best we can, but I wish you 
would work fast, because we have more than a dozen witnesses here. 

Mr. Scnarer. I have a complete report which I would like to have 
inserted into the record. 

The Cuarman. Would you like to insert that in the record ? 

Mr. Scuarer. Yes, sir. 

The CuHarmman. All right, without objection the report will be 
inserted in the record. 

Mr. Scuarer. I am referring to my complete report which is based 
on a study of all the problems involved in double taxation of dividends. 

The Cuarrman. All right. 

Mr. Scuarer. My recommendation at this time is that dividends 
paid should be deductible by corporations. The double-taxation-of- 
dividends problem is quite involved and has caused quite a lot of dis- 
turbance I would say in the business world. For instance, there is 
this inequity: The taxation of dividend income has already been taxed 
in the hands of the corporation, but when you get to interest on bonds, 
for instance, there has been no corporation tax paid on that equivalent 
income. So, between the two classes, there is unequal treatment and 
that has caused a lot of companies to engage in bonded indebtedness 
when they need funds instead of securing equity capital. 

Now, there is one point which I do not think anyone else has brought 
out, and that is because of the computation of the corporation income 
tax, it causes a great amount of inflation in prices. In other words, 
the difference between the 47-percent tax rate and the 52-percent tax 
rate, which is nearly 5 points, has caused inflation to the extent of 
over $3 billion. That happens because of this question: When all 
corporations must pay out dividends, assuming them to be $10 billion, 
then the company must earn $20 billion because of this fact. If you 
consider a tax rate might be 50 percent, the corporation must first pay 
$10 billion to the Government in taxes. Then, they have $10 billion 
left to pay the dividends to the stockholders. I say that the infla- 
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tionary effect in there is much greater than the tax element itself. 

Now, of course, the $3 billion is figured on the basis—that 1s the 
inflation in the present tax computation system—is because of the 
fact that in all of the corporation profits cannot be paid out as divi- 
dends. Some of them must be retained, but it builds it up to that 
great inflationary burden which is put on the consumer. 

Then, again, there is this effect of double taxation: You first earn, 
say, $100,000 profits in the corporation which, if you assume a 50- 
percent rate, is $50,000 tax. If you consider that the stockholders 
receive $100,000 of dividends from the corporation profits, they, in 
turn, if you would assume a 50-percent tax rate, would also pay 

$50,000 tax to the Government. So, combined, you have $100,000 
taxes paid on $100,000 income which the stockholders receive and 
that is bringing the corporation profits down to zero on that basis. 

What that has caused is that the companies , instead of inflicting 
that heavy burden on the taxpayers, they have retained their profits 
and they have used that instead of going out into the market place 
and obtaining capital from the stockholders. 

Now, cacthos bad feature of that is that many of the corporations 
have gone into other methods of raising funds. For instance, your 
bonded indebtedness—the reason is as I explained in the beginning, 
because the bond interest is deductible before you compute the taxes 
on the income, but as to dividends on stock, that is not the case. 

Now, I would like to say that this question has also created a lot 
of other questions. In other words, in the minds of the owners of 
a business, when they wish to start a new business, they must decide 
whether they should be a corporation and be subject to double taxa- 
tion on that income, or whether they should be a partnership. Then, 
again, there is the question of whether their capitalization should 
be in the form of bonded indebtedness or capital stock. In all those 
cases it is a question of tax effects, and that is seriously considered 
in every case out in the business world. 

Then, too, in the question of retained earnings, you get into liti- 
gation because of the fact you have not distributed sufficient divi- 
dends to the stockholders, and all of these questions are brought up 
continuously in arguments with the Revenue Bureau and are fought 
through the courts for long periods of time, and large amounts of 
expense are incurred by the various stages which they have to go 
through. 

Now, I would like to say that this problem has also caused this: 
instead of a corporation, for instance, owning a piece of property— 
its plant, for instance—it has been more economical taxwise to rent 
the facilities. That can be done through outsiders or it can be done 
through the stockholders themselves if they can set up some kind 
of a partnership which will meet the requirements of the law. But, 
there again, the rent on the facilities is treated as a deductible ex- 
pense in computing the corporation tax, but when it comes to divi- 
dends, there is no such deduction. You have the same facilities and 
you have the same business and you have everything the same, with 
only a different treatment, in tax calculations. 

That extends even further than that, because what has been done 
is this: In the past few years immense sums have been advanced to 
business through tax-exempt organizations, and in that particular! 
case, their double taxation becomes double exemption, because if a 
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tax-exempt organization owns the properties, then there is no income 
tax on the tax-exempt organization’s income, except in the case where 
they used borrowed funds. 

Now, on the other hand, if the company itself takes any expense, 
including rent of the facilities, as a deduction, these things become 
double exemptions instead of double taxation. Million and millions— 
hundreds of millions have gone into that form. One of the new 
schemes for avoiding double taxation is by leasing back production 
facilities acquired by tax-exempt organizations and insurance com- 
panies which has resulted in a tremendous loss of revenue. In that 
particular case the insurance companies which supply billions of dol- 
lars of funds, take over corporate properties and hold plants in num- 
bers of States, which then are turned back to the corporations. There, 
of course, you have the deductible expense for the rent that is paid, 
but on the other hand the insurance companies receive quite a tax 
benefit in their rates because of the means that are employed to cal- 
culate the tax on the revenue. 

I believe that the difference in tax is about one-tenth of what the 
corporation tax would be if the corporation had proceeded in the way 
that it had years ago before all of this diversion into these other 
sources took place. So, what you have done by this system of taxa- 
tion is to take these funds away from the corporation and put them 
into other organizations—the tax-exempt organizations—and the in- 
surance companies will be the owners of all of the corporations if that 
continues, and you are getting only one-tenth of the tax which you 
would get otherwise. 

Now, there is a source of tax which I believe this committee would 
do well to investigate. 

In other words, if the trend can be reversed and restored to its for- 
mer basis by which the corporations owned all of their plants and 
properties and paid taxes on their income, it would be a big amount 
of revenue that would be obtained by the Government because of that 
method. 

Another diversion has arisen through these tax-free securities. 
There is, of course, the interest on tax-free securities. State and 
municipal bonds, for instance, are free of taxation in the hands of an 
individual. So if you say a 4-percent municipal bond is owned by a 
person in, say, the 90-percent bracket, the equivalent rate which that 
individual would have to earn if he had that money invested in a busi- 
ness corporation would be 40 percent. That is an extreme diversion 
of returns. In other words, 4 percent on a tax-free bond compared to 
what he would have to get from a corporation of 40 percent. That is 
another item I believe the committee should investigate for sources of 
revenue. I am recommending on this that the allowance to the cor- 
poration for the dividends paid or the deduction be fixed at 8 percent. 
That is merely my suggestion—that they be permitted a deduction of 
8 percent of the capitalization as their dividend deduction. Of course, 
that does not mean the corporation has to pay out all of its profits in 
dividends; it does not mean that a all. haa it does not mean it cannot 
pay out more, if it wishes. However, the deduction would be limited 
to 8 percent. 

Now, I have computed that the loss to the Government by means of 
deducting dividends paid would be $3.5 billion. I get that by assum- 
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ing $12 billion as the dividend paid item. If we allow dividends paid, 
we also would not permit the 85 percent dividends received credit. 
That would be an offset, I say, of $2 billion. So the net deduction 
would be $10 billion. So, considering the effective corporation rate,| 
I believe the loss would be $3 billion. 

I would say that loss of revenue would be recovered if you go back 
to the old system of recovering tax which has been diverted through 
other corporations because of our double system of taxation. 

All of those things considered, I think, warrant the deduction of 
dividends paid by the corporation. 

The CuarrMan. Thank you very much. You will include all of this 
as a part of the record. 

Mr. Scuarer, Yes, sir. 

(The matter above referred to is as follows:) 


STATEMENT BY JOSEPH A. SCHAFER, CERTIFIED PUBLIC ACCOUNTANT, PHILADEL- 
PHIA, Pa., RE DIVIDENDS Patp SHOULD BE DEDUCTIBLE BY CORPORATIONS 


The funds employed by corporations are made available by investors who 
expect to be compensated for the use of their funds. Such compensation may 
be in the forms of dividends on stock or interest on bonds, which actually cor- 
responds to wages for capital. But the compensation for capital in an economic 
sense is no different than the wages for labor, and both are vital to the opera- 
tion of any business enterprise. However, an inconsistency arises with respect 
to those items in the computation of the corporate net income for purposes of 
Federal income taxes. A deduction from gross income is allowed for the wages 
of labor, and a deduction is also allowed for the interest paid on the corporation 
bonds. But the Federal income-tax laws provide that as to the wages or interest 
on capital stock, in the form of dividends, no deduction therefor is allowed in 
computing net income. Because of that inconsistency, various problems have 
arisen. 

First of all, corporation income tax is computed by applying the rate to the net 
income determined without a deduction for compensation on capital stock, so 
that if a dividend is paid by the corporation a tax is levied on the equivalent 
amount represented in the determined net income. For example, if a dividend 
of $100,000 were paid out of the profits, that amount would not be regarded as a 
deduction from the net-income figure that is used as a basis for the tax. If the 
tax rate were 50 percent, then the corporation would be obliged to pay a tax of 
$50,000 on the $100,000 amount of income to be paid out as the dividend. Ap- 
parently, therefore, it would cost the corporation $150,000 to compensate the 
stockholder-investors by a dividend of $100,000 for the use of their capital funds. 
On the other hand, if the corporation compensated the bontholder-investors by 
the payment of $100,000 interest, for the use of their capital funds, the cost to 
the corporation would be no more than $100,000, for the reason that no tax was 
paid on the income amount equivalent to the interest payment, the $100,000 
having been deducted in determining the net income to which the tax applies. 

Whether a corporation should make itself susceptible to tax on an amount of 
net income equivalent to the dividend, when it knows that it would escape tax 
on a like amount if the payment were interest on its bonds, warrants serious 
consideration when the type of capitalization is to be decided. 


INFLATIONARY EFFECT 


Mathematically, however, in the case of the dividend, the cost would be more 
than the simple figures shown in the above example. That is, if it is expected 
that $100,000 in dividends should be paid out, and the equivalent amount of 
income is subject to $50,000 tax, then only $50,000 of that income remains, and 
the difference must be made up by another block of income, which in turn also 
would have been subject to tax. Therefore, in order to have $100,000 available 
for dividends, the corporation’s net income actually would have to be $200,000, 
the tax thereon at 50 percent being $100,000, which leaves a balance of $100,000 
for the dividend requirement. 

Projection of this theory to dividend payments for all corporations, assuming 
a total of $10 billion for 1 year, would indicate that net income of $20 billion 
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would have to be earned, from which $10 billion would be subtracted for the 
50-percent tax, leaving a balance of $10 billion for the dividend requirement. 
Applying the 50-percent tax rate to the $10 billion of income equivalent to the 
dividend would give a direct tax cost of $5 billion, but that amount would have 
to be supplemented by another $5 billion to meet the total tax cost of $10 billion. 
The direct tax cost is the true tax element, while the difference between that 
and the actual corporation income taxes represents the differential which must 
be made up. Since the customers must pay for both elements, they pay the 
differential tax element through inflated prices of the goods they buy, in addition 
to which they also pay the direct tax element. 

A comparison of inflationary effects resulting from the application of various 
rates to the corporate net income, based on the assumption that dividend require- 
ments for all corporations total $10 billion, is as follows: 


[In millions] 








38-percent 47-percent 52-percent 

rate (1949) rate (1954) rate (1952) 
Taxable net income required.............-........------ ; $16, 129 $18, 868 $20, 833 
CRRDOTRGNEL DURES FUNG. . cncencnexbatndacbhediventntcus ‘ 6, 129 | 8, 868 10, 833 
Balance left for dividends.................--- Secueaiins 10, 000 | 10, 000 10, 000 

Direct tax on $10,000,000,000 of net income representing divi- | 

dends kn tecdhen ieekeauandestundne eee | 3, 800 | 4, 700 5, 200 
Differential tax element._.........--..- he mig | 2,329 | 4, 168 5, 633 
inerense in differential... .....<..ccocsscccosse cipeidanwca sks tidamdieubicinw | 1, 839 1, 465 


These figures show that at a 52-percent rate, corporations would have to 
earn $20.8 billion net income to pay $10.8 billion tax and have $10 billion left 
to pay dividends. For an increase of 5 points in the tax rate (47 to 52 percent) 
the direct-tax element would have increased only $500 million, but the differ- 
ential tax element needed to make up the actual tax would have increased 
$1,465 million, almost 3 times as much. It also should be noted that at 52 
percent the differential-tax element ($5,633 million) is greater than the direct-tax 
element ($5,200 million). 

It should be taken for granted that all costs, expenses, taxes, dividends, and 
reserve profits must be obtained in the first place through the prices charged to 
consumers. Therefore, the entire amount of tax, including the direct-tax ele- 
ment as well as the differential, must be recovered from them. This means that 
for an increase of 5 points in the tax-rate prices to consumers must be inflated 
almost $1% billion beyond the direct-tax element. 

Oordinarily, dividend payments represents less than 50 percent of the net 
income because reserves, expansion, and other commitments must also be pro- 
vided for. For that reason the inflationary effect should be more than doubled. 
As a consequence, it can be stated that for an increase in rate from 47 to 52 
percent prices and the cost of living for 1 year would be inflated $3 billion. 

The burden might even be greater for the reason that the dividend return to 
investors might have to be increased in relation to the general inflation of 
prices and living costs, and also because of a higher-investment base. At a tax 
rate of 50 percent, an increase of $1 billion in the dividend requirement would 
result in an additional cost of $1 billion for the 2 tax elements discussed above. 


EFFECT OF DOUBLE TAXATION 


Using the simple figures for a 50-percent tax rate, a corporation would pay 
tax of $50,000 on net income of $100,000 even though that amount had been 
paid out in dividends to stockholders as compensation for the use of capital. 
At the same time the individual stockholders would be obliged to include their 
portion of the 100,000 dividend in their taxable net income, so that if the ap- 
plicable personal Federal income-tax rate for the various stockholders is assumed 
to be also 50 percent, then they collectively would pay another $50,000 of income 
tax on the $100,000 dividend. In the first place the corporation is liable to a tax 
of $50,000 on the equivalent amount of net income, and in the second place the 
stockholders also are liable to a tax of $50,000 on the dividend income they 
would have received. This matter of double taxation of dividends continues to 
be the No. 1 problem for corporations and investors. There is no doubt that this 
peculiar principle of taxation has greatly hindered the free flow of capital funds 
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from investors who desire to possess corporate stocks, because they could obtain 
a greater return on their investments if directors were not obliged to determine 
how much of the net profits must first be diverted to provide for income taxes on 
the net income. 

Much thought must be given to the matter of double taxation of the same 
income when consideration is given to the declaration of dividends. Corporation 
directors may be expected to know to what extent a dividend payment will be 
diminished in the hands of a stockholder who may be in a high-income-tax 
bracket, for if it is supposed that a $100,000 dividend would be subject to per- 
sonal income tax at the rate of 50 percent, or $50,000, then presumably the full 
$100,000 earned by the corporation would be passed over to the Government, 
$50,000 tax on that amount of profits having been paid by the corporation, and 
$50,000 tax on the same profits being paid by the individual recipients of the 
dividend. 

In that case it would be incumbent upon the directors to look at the problem 
realistically in order to prevent the financial benefit of the corporation’s profits 
being reduced to zero. It requires no imagination to realize that it is expedient 
for the directors to engage in any available subterfuge to avoid such financial 
hazards. That is to say simply that, in order to avoid payment of the personal 
tax of $50,000 by the stockholders, as assumed above, the more appropriate action 
of the directors would be to retain the profits in the business under the pretext 
that the funds are necessary to the corporation’s progress, and therefore should 
not be paid out in dividends. Such action would receive the sanction of the 
high-bracket stockholders because they would not have to turn most of such 
income over to the Government in taxes. 


SPECIAL TAX ON ACCUMULATED SURPLUS 


Of course the Government thoroughly understands such financial calculations, 
so we have in the tax law the famous section 102. That section provides for a 
surtax on improper accumulations of surplus, which is in addition to the other 
income taxes, on the net income of the corporation. This special penalty surtax 
on the amount determined to be unreasonably accumulated surplus is substantial, 
being 27 percent on the first $100,000 of such amount, and 3814 percent on the 
excess. In determining the amount of unreasonably accumulated surplus, 
allowance is made for income taxes to be paid, as well as apparent requirements 
of the corporation for working capital, for expansion and improvement, for any 
future commitments or contingencies, and also provision for settlement of cor- 
porate indebtedness. 

In some cases it is an easy matter for directors to set up such conditions, 
while in other cases they must use their ingenuity to build up a situation which 
will sustain the pretension that surplus was not improperly accumulated. The 
advantage should be with the corporation when the Government tries to impose the 
section 102 special surtax. The corporations have the element of time in their 
favor because they can prepare situations in advance so that the existing facts 
will overcome the threat of a penalty tax. In any event the directors and 
officers of corporations must give constant attention to the possibility of incurring 
the penalty, or at least the threat is always present. And it is a fact that this 
matter causes untold expenses in the settlement of disputes on the subject between 
the corporations and the Government, and the litigation over a long period of 
time to decide such cases in the courts. 

The purpose of threatening corporations with that penalty tax is to force 
them to distribute their profits so that the dividends received by stockholders 
can be subjected to personal income taxes. But it might be cheaper for the 
corporation to pay the special surtax of 38% percent on the determined unreason- 
able surplus when the alternative might be a tax up to 90 percent on an indi- 
vidual stockholder. 

But, if dividends are declared, a person could avoid the high rate of tax 
through another procedure, by which he would sell his stock while the dividend 
is reflected in the market price, so that the transaction would result in a long- 
term capital gain subject to only 26 percent tax. While that- possibility ex- 
ists, the procedure may be impracticable for the reason that it may not be de- 
sirable to disturb stockholdings in a corporation, and it also would be too 
cumbersome to engage in that practice frequently, not to mention the possibility 
of being charged with a fictitious transaction if arranged improperly. 
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RETENTION OF EARNINGS 


The more acceptable method of avoiding double taxation is simply for the 
directors to retain the earnings in the business, in which case the stockholders 
will not receive a dividend and will not be taxed since income was not received 
by them. ‘This method of obtaining capital for purposes of growth and expansion 
by the retention of earnings was widely practiced by corporations during the period 
following the last war to provide the capacity for meeting the enormous demand 
for goods and services which had been unsatisfied for a long time. The retention 
of earnings was the simplest way to obtain the required funds, because then the 
corporation was not forced to borrow, and it did not have to pay out of the funds in 
dividends and then request the stockholders to return the money through the 
purchase of additional shares of stock. In the latter case, the stockholders 
would not have been able to return the full amount they received in dividends 
because their personal income taxes on the dividend income would first have 
been extracted by the Government. Therefore it was beneficial to the stock- 
holders to approve that practice, providing they did not need the dividend 
income, and also that their additional equity in the expanded plan would earn 
the same rate of return as their original investment. The danger of course 
would arise in expansion beyond the needs of the corporation and the demands 
for its products in the future. 

It should be pointed out that if the corporations were not foreed to avoid 
double taxation, and if they had been assured of adequate capital funds for 
the business and expansion needs, they would not have needed the high protits 
they earned, but instead it would have been expedient to reduce prices of their 
goods to consumers, and thus lower the cost of living to that extent. Conse- 
quently, it may be inferred that the plant facilities during recent years were 
largely supplied free to the corporations by contributions of consumers through 
the high prices they had to pay for goods. After paying the applicable income 
taxes, the balance of the high profits was appropriated for capital expenditures, 
but not disbursed as dividends to stockholders. 

That benefit would then be perpetuated because of the fact that depreciation 
of the new plant facilities wil be added to production costs to be recovered in 
the prices paid by the consumers in the future. Those depreciation charges then 
will be deducted from gross income to arrive at the net income on which the 
corporation will compute future income taxes. 

In some cases corporations used retained profits for capital needs, and satis- 
fied stockholders by the declaration of stock dividends, by which a portion of 
surplus was converted into capital stock. Such a practice enables a corporation 
in a simple manner to automatically finance its expansion through those investors 
who prefer to own its stock. Any stockholder who wishes to possess cash instead 
of the new stock need merely sell the shares he received as a stock dividend, and 
have the transaction result in a long-term capital gain subject to tax of only 
26 percent. That is, of course, if the stock dividend had been nontaxable, which 
would be the case where there was no change in the stockholders’ interests by 
reason of the stock dividend. There would be no tax benefit if the stock dividend 
were such as to be taxable as ordinary income, in which case the recipient would 
be required to include the value of the stock dividend in his income as any cash 
dividend must be reported. But if it is a nontaxable stock dividend, the corpora- 
tion will have converted a certain amount of value into capital stock without the 
stockholder being required to report the value as income subject to tax. 

Where the corporation has retained its profits and has not paid cash or stock 
dividends to stockholders, the value of the stock no doubt would have increased 
proportionately, so that if a stockholder desires to recoup that increased equity 
he may be able to sell his stock at a somewhat higher price than otherwise for the 
reason that the current price should reflect the added portion of the surplus 
that attaches thereto. In that event he converts into cash the proportionate 
share of the surplus applicable to his stock, but in the form of capital gain and 
not in the form of dividend income. Inasmuch as this would be a capital transac- 
tion, the resulting income is taxed as a capital gain at the rate of 26 percent (if 
long-term) but not at higher income tax rates. 


SUMMARY OF CONTENTIONS 


Based on the above analysis, the following contentions may be summarized: 

1. The compensation or wages paid to investors for the use of the funds they 
have furnished, whether described as interest on bonds or dividends on stock, has 
only one meaning in an economic sense, which is interest on capital. 
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2. In the determination of corporate net income there should be similar treat- 
ment for wages of labor, rent of facilities and equipment, interest on bonds, and 
dividends on stock, since in all those items the payment is for a service or the 
use of capital necessary in the production of goods and therefore part of the cost 
of doing business. 

3. To consider dividends on stock other than interest or wages of capital is an 
inconsistency which continues to be applied in levying the corporation income 
taxes on fictitious net income and not on true net income. 

4. The practice has interfered with the best judgment of business managers 
by compelling them to increase bonded indebtedness instead of capital stock, 
which may tend to throw the corporation’s capitalization out of proportion. 

5. The supply of investors’ capital to meet the needs of corporations has been 
restricted and withheld, principally on account of the double extraction of income 
taxes on the net income that was earned by the corporation. 

6. In order to obtain funds for expansion and other business needs, manage- 
ment found it necessary to withhold earnings instead of paying dividends to 
stockholders. To accomplish that purpose corporations maintained high prices 
in order that their earnings would furnish ample funds, which caused the cost 
of living to remain high. 

7. Although earnings had to be retained in the corporation, the threat of a 
special surtax on improperly accumulated earnings has caused great concern 
to management and has forced special consideration of the matter, including 
expensive advisory services. 

8. Where the Government asserted the section 102 surtax on a corporation, 
many days of time and effort had to be spent by the staffs of both the corpora- 
tions and their representatives and the Government, for the assembling of the 
facts, attending conferences, presenting arguments, and finally settling the issues 
in the courts. 

9. To avert double taxation and the application of section 102 surtax, the 
corporations and the stockholders must devise means by which their taxes are 
reduced to a minimum, perhaps by the methods described hereinbefore. 


BENEFITS OF ELIMINATING DOUBLE TAXATION 


Overcoming the unfavorable conditions incident to the present treatment of 
dividends paid by corporations requires the elimination of double taxation on 
the earnings of corporations. As a consequence, the following benefits would 
result: 

1. The elimination of the necessity of considering whether the business should 
be conducted as a partnership rather than as a corporation, on the theory that 
tax effects should have no bearing on decisions relating to form of organization. 

2 The elimination of the necessity of considering whether a corporation’s 
capital should be obtained through bonded indebtedness or through the issuance 
of capital stock, on the theory that tax effects should have no bearing on decisions 
relating to capitalization. 

8. Limitation of the application of the annoying and disturbing provisions 
of section 102, which constantly threatens to penalize corporations for im- 
properly accumulating surplus, thereby causing great concern to officers and 
directors because it can be based on arbitrary determinations and conclusions. 

These benefits can be attained by applying the principle that, since dividends 
represent payment for the use of money, the amounts paid out to stockholders 
should be deductible from gross income in the determination of the corporate 
net income that is the base for the computation of income taxes. As stated 
hereinbefore, such treatment would correspond to that allowed for payments of 
wages to labor, or rent for the use of facilities, and of interest to bondholders. 
All items, whether wages, rent, interest, or dividends, properly can be consid- 
ered a part of the cost of doing business. The investor in capital stock de- 
mands to be paid for the use of his money no less than the bondholder, or 
the owner of facilities. 


COMPARISON OF PROPERTY OWNED OR RENTED 


The effect of an inconsistent treatment is apparent in the comparison of @ 
corporation which owns its factory buildings through the capital made avail- 
able by stockholders, and a corporation which leases its plant from unrelated 
owners. In the first case, the stockholders expect to receive rental value for 
their funds, but the equivalent amount paid to them as dividends is not a de- 
ductible expense in the computation of income taxes, although property expenses 
and depreciation would be deducted. In the second case, the rent paid for the 
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use of the factory is fully deductible in the computation of income taxes, so 
that in all probability less tax would result even though identical values, struc- 
tures, and business may be involved. In other words, in considering tax effects, 
the cheaper plan would seem to be to rent facilities rather than to own them. 

As a matter of fact, that result is being accomplished at the present time 
by those who are wise in the ways of creating tax savings. The method may 
be as simple as splitting up the activities of a corporation in such a manner 
that segregation of income and expenses could be recognized as fulfilling legiti- 
mate business purposes. It would be perfectly legal for a group of persons to 
form a partnership to acquire property for use as a factory by a separate corpo- 
ration whose stock they own as individuals. The corporation, of course, would 
pay rent to the partnership, which payment would be considered a business 
expense deductible in the computation of the corporation’s income taxes. With 
respect to the partnership, the rent received would be reported as income, but 
after the deduction of property expenses and depreciation, the balance of net 
income would be distributable to the various partners and subjected to personal 
income taxes on their individual tax returns. On the other hand, if all activi- 
ties were performed through the corporation, the same group of persons in the 
end would have less aggregate income after taxes because the corporation, in 
computing its income taxes, would not be allowed to consider as an expense 
the portion of the dividend payment that was equivalent to the net rental value 
of the factory. The reduction in the ultimate income would correspond to the 
corporation income tax on the excess of rental value over property expenses 
and depreciation, offset by additional personal income taxes on increased income 
received by the true owners (rentals through the partnership and the remaining 
portion of dividends direct from the corporation). 


LEASE-BACKS FROM TAX-EXEMPT ORGANIZATIONS 


The next step in escaping the consequences of double taxation has led the 
corporation to lease the factory from an organization which is not subject to 
income taxes. In that case the tax-exempt organization acquires the property 
and receives rent from the leasing corporation. The effect of this so-called 
“lease-back” arrangement causes “double taxation” to be converted into “double 
exemption,” the lessor escaping tax on the net rental income while the lessee 
corporation obtains a tax benefit because the rent it has paid is a deductible 
expense in computing its income taxes. 

This scheme of leasing properties has resulted in a tremendous loss of revenue 
to the Government. There are many cases where the funds used to acquire a 
particular property were borrowed from outside interests, one tax-exempt organ- 
ization receiving as much as $1 million per year in rertals, without the investment 
of any of its own funds. If the rental income is not subject to income tax, 
the repayment of the borrowed capital over a term of years is facilitated, after 
which the exempt organization will own the property free and clear through 
the generosity of the tax laws. 

The concern over such abuse of the exemption privilege is indicated in the 
reports of the congressional tax committees on the revenue bill of 1950, wherein 
the warning was sounded that unless the trend was checked, “exempt organiza- 
tions in the not-too-distant future may own the great bulk of the commercial 
and industrial real estate in the country.” The purchase and lease-back arrange- 
ment was characterized as “the most noteworthy, financial device of the present 
century.” It also was stated that since lease-back property can be acquired 
through borrowed funds, “there is no limit to the property an exempt institution 
may acquire in this manner.” 

It was reported that one real estate broker during the last few years had 
completed, or had authorization for, lease-back sales of property valued at $140 
million and involving about 40 institutions. Another case involved deals for 
1 client covering 41 buildings valued at $4,500,000; § similar deals were valued 
at $875,000. 

In attempting to solve the problem created by doing business through the 
benefit of an organization’s tax exemption, the Revenue Act of 1950 provided 
that net rental income received by charitable, educational, and certain other 
tax-exempt organizations shall be considered to be derived from a trade or busi- 
ness not regularly carried on by such an organization, and therefore subject to 
corporation income tax rates as “unrelated business net income.” The tax applies 
only in the case where this exempt organization acquires the lease-hack property 
with the help of borrowed funds. Consequently, the net rental income that will 
be taxable beginning with 1951 will be the amount that is equivalent to the 
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proportionate amount of bororwed funds in relation to the adjusted basis of the 
property as of the end of the taxable year. That is, if 100 percent of the purchase 
price of the property was financed with borrowed funds, then 100 percent of the 
net rental income will be taxed; but if only 50 percent of the funds were bor- 
rowed, or remains unpaid at the end of any tax year, then only 50 percent of such 
net income will be taxed. 

Notwithstanding the new tax provisions, the problem will not be overcome 
to any great extent because of the remaining loopholes that are found in the 
limitations, exceptions, and exclusions. The worst that can happen is that the 
ultimate benefits to the exempt organization which uses borrowed funds will be 
slowed up, but having a perpetual existence it can afford to wait twice as long 
as it otherwise would without suffering any hardship. 


LEASEBACKS FROM INSURANCE COMPANIES 


The leaseback practice is not confined to tax-exempt organizations but has 
extended into the insurance field on a vast scale during the last few years. Ac- 
cording to reports, life insurance companies have about $1 billion to invest each 
month, a sizable portion of which has been going into real estate. These funds 
have replaced private capital in the construction and operation of large apart- 
ment houses and in taking over factories, department stores, and other com- 
mercial buildings, which are then leased back to the former owners for long 
terms. It was estimated that such activity in 1948 increased 77 percent. Future 
financing and investments in industrial and commercial properties would ap- 
pear to be unlimited. There are about 12 life insurance companies which have 
total assets ranging from 1 up to 10 billion dollars, perhaps $60 billion represent- 
ing investment assets of all types. 

An example of what can be accomplished is presented by one life insurance 
company which made $10 million of its resources available for the expansion 
of the manufacturing plants of a can company by the process of purchasing and 
leasing back to that company new or existing plants located in California, New 
Jersey, New York, Oregon, and Pennsylvania. 

Another life insurance company purchased a department store in San Diego 
for $1,500,000, which then was leased back under a long-term lease. It also sup- 
plied $6 million for the expansion of production facilities of a chemical com- 
pany, including construction of a new plant in Montana. Several insurance 
companies combined with a trustee of private company pension trust funds to 
furnish $25 million for long-range financing of a liquor company, the total of 
such financing exceeding $100 million. 

The most ambitious plan of one of those life insurance companies involved 
the construction in Pittsburgh of a 41-story skyscraper for approximately $30 
million, which was then rented to a steel company and a bank. Almost ad- 
jacent thereto it constructed a 30-story skyscraper for an aluminum company. 
Nearby at the proposed Point Park in the Golden Triangle it financed a group 
of nine 20-story office buildings which will entail an expenditure of $100 million, 
and which when the development is complete will rival Rockefeller Center in 
New York City. 

Another recent project of the life-insurance companies is the financing of rail- 
road equipment, which is then leased to the railroad for a term of years. It 
was reported that 1 life-insurance company provided $800 million for 100,000 
freight cars to be leased to railroads. Another life-insurance company provided 
over $100 million for 19,000 freight cars and also centracted for 90 diesel loco- 
motives costing approximately $15 million to be leased to a railroad. 

In former years the railroads financed the acquisition of equipment through 
trust certificates sold to investors directly through a trustee. Since the equip- 
ment trust certificates were obligations, the interest thereon was considered to 
be a deductible expense in computing corporation income taxes. Should the rent 
charge under the new leasing arrangement equalize the interest, depreciation, and 
other charges under the former method, the tax effect apparenty would be the 
same to the railroads because all those items are deductible expenses for income- 
tax purposes. If, however, part of the purchase price of the acquired equipment 
was financed through the railroad’s capital stock, the dividend payments related 
to that portion of capital would not be a deductible expense as would be the 
corresponding rent or interest charges, and consequently the double-taxation 
principle would apply to that portion of the dividends. 
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TAXATION OF INSURANCE COMPANIES 


There is no assurance that the “double exemption” effect apparently existing 
where properties are leased to corporations by tax-exempt organizations does 
not also occur in those cases where the insurance companies lease back plants 
or other commercial properties, and perhaps to a lesser degree even railroad 
equipment. Up tothe year 1920 life-insurance companies paid income taxes at cor- 
poration rates on the net income from investments, as well as the net earnings on 
insurance premiums. Thereafter the tax was applied only to the net investment 
income, but that amount was substantially reduced by application of a “reserve 
and other policy liability credit,” which was based on the percentage of insurance 
reserves prescribed by the Treasury Department. Because of that method, only a 
small percentage of net investment income remained subject to tax, varying from 
about 8 percent for 1943 down to about 4 percent for 1946, and no income whatever 
being subj ct to tax in 1947 and 1948. Although no income tax was paid by these 
companies for those 2 years, former Secretary of the Treasury John W. Snyder 
testified at hearings on the revenue bill of 1950 that the industry had total income 
from premiums and investments in 1948 of $914 billion, and he further stated that 
he had been “continually impressed with the magnitude of the stream of life- 
insurance income amounting to more than $1.5 billion a year from investment 
income alone.” 

As a correction of the situation, the Revenue Act of 1950 provides a formula 
for determining the credit percentage to make certain that life-insurance com- 
panies pay income taxes on their net investment income. The Treasury Depart- 
ment expected to receive $42 million of income taxes from those companies for 
the year 1949. Based on estimated net investment income of $1% billion, the 
effective tax rate would be less than 3 percent of the net income, compared with 
the corporation income-tax rate of 38 percent for 1948. For 1950 the expected 
tax collection was $80 million, which would make the effective tax rate perhaps 
4 to 414 percent, compared to the 42 percent tax rate applicable to corporations 
for the same year. 

Related to the net rental income from leaseback deals, if the insurance com- 
panies earned $500 million of the net income for 1 year from commercial property 
rents, and assuming an effective tax rate of 414 percent, the income-tax liability 
would be $22.5 million. But at the same time the involved corporations would 
be entitled to a deduction for the rent expense in determining the net income 
subject to income taxes. Assuming a net deduction for the corporations of an 
equivalent amount, $500 million (net rent cost, considering offsets for deprecia- 
tion, bond or mortgage interest, property taxes, and other expenses), the reduc- 
tion in income taxes to the corporations at the 1951 rate of 47 percent would be 
$235 million, of which less than one-tenth ($22.5 million) might be recoverable 
from the insurance companies at a 444 percent rate, as stated above. The appar- 
ent loss of revenue to the Government for 1 year therefore is $212.5 million. 

On the other hand, if the plants or properties had remained under the owner- 
ship of the corporations through the capital supplied by the stockholders, the 
deductible expense items probably would be reduced by elimination of bond and 
mortgage interest, and perhaps a proportionate amount of the cost items repre- 
sented in rent expenses. Assuming a reduction of $250 million in deductible 
expense items, additional income taxes of $117.5 million would be payable by 
the corporations at the 1951 rate of 47 percent. If that were the case, then the 
total loss to the Government for 1 year through leasebacks from insurance com- 
panies would be $330 million, without taking into consideration the double taxa- 
tion for the dividend income otherwise receivable by the stockholders, which 
also would be lost to the Government. 

The d‘fference in tax results, depending upon the method of financing, cannot 
be ignored. Of equal weight are the collateral benefits that are created by lease- 
backs. If a corporation can find it expedient to lease its plant from outside inter- 
ests, then it at once is relieved of the problem involved in obtaining capital from 
investors for the purpose of building or acquiring its own plant, the problem of 
creating subStantial earnings to be withheld from stockholders for the same 
purpose, the problem of whether it is guilty of unreasonably accumulating sur- 
plus if it does not pay dividends to stockholders, and, finally, the problem of double 
taxation of dividends paid to stockholders to the extent of the substituted capital. 
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TAXATION OF UNRELATED BUSINESS INCOME 


These matters have become so important that they merit the sound judgment 
of those contemplating the establishment of a new enterprise or the expansion 
of an existing company. The unlimited source of funds available through the 
insurance companies and tax-exempt organizations will permit participation in 
commercial undertakings to unpredictable heights. Involved are not only lease- 
backs but complete and direct control and operation of businesses by educational, 
charitable, and other exempt organizations. The undertakings include the 
manufacture and production of automobile parts and accessories, ceramics, 
chinaware, food products, leather goods, and the operation of cotton gins, depart- 
ment stores, farms and ranches, hotels, oil wells, and theaters. 

Beginning with the year 1951, the new provisions of the Revenue Act of 1950 
provide that the profits derived by certain exempt organizations from such under- 
takings will be taxed. Specifically the regular corporation income tax rates will 
be applied to the net income (in excess of $1,000) from operations of any trade 
or business regularly carried on by such exempt organizations if the conduct of 
such trade or business “is not substantially related to the exercise or perform- 
ance by such organization of its charitable, education, or other purpose or func- 
tion constituting the basis for its exemption.” 

Instead of continuing “double exemption” for the exempt organizations which 
operate commercial enterprises, by not taxing the profits of the controlled com- 
pany nor the same profit income when received by the exempt organization, the 
new tax law will demand single taxation of income and at the same time per- 
mit only single exemption of the income. That is, corporation income taxes will 
be collected for the “unrelated business net income,” but there will be no addi- 
tional income taxes on the balance of the profits turned over to the exempt 
organization. That has the same effect as exists in the case where an exempt 
organization owns the capital stocx of a corporation, the latter paying income 
taxes on its net income, but the dividends paid by it not being taxed when 
received by the exempt organization. The new tax law specifically continues 
the exclusion from taxation of the income from investments, such as interest on 
bonds and dividends on stock received by exempt organizations. 

Consequently, since 1951 there is no difference whether those organizations 
directly operate a commercial concern and receive its net income, or whether 
they merely own the corporation's capital stock and receive dividends. In either 
case the enterprise is taxed once on its net income, and the exempt organization 
will have invested its funds for the purpose of producing income which will not 
be taxed again in its hands. But these investment deals of the exempt organiza- 
tions, entailing single taxation at a rate of perhaps 47 or 52 percent, will not 
have the tax advantage of the leaseback arrangements of the insurance com- 
panies where the net rental income will be subject to a tax rate of perhaps only 
4% percent. It would seem to be more beneficial, therefore, to shift financing 
operations to the life insurance companies and to confine the transactions to 
leasebacks of the commercial and industrial properties. 


TAX-FREE SECURITIES 


The alternative to financing by the insurance companies or the exempt organi- 
zation is, of course, double taxation of the dividend income to be received by the 
stockholders. It is only natural for a person to avoid taxation, especially if high 
income-tax rates cause the extraction of too great a portion cf his income. 
Instead of being subjected to rates that might be considered extortionate,.a per- 
son in the high income-tax bracket might be inclined to invest his funds in State 
or municipal securities, the income from which is entirely excluded from his 
taxable income. Over 30 years ago Commissioner of Internal Revenue Daniel 
C. Roper (1917-20) complained that the income surtaxes “are so high that 
savings are being driven into tax-free securities.” 

Assuming a personal income-tax rate of 90 percent, which applies at the 
$100,000 taxable income level in 1953, an investor would probably find it very 
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profitable to own tax-free securities instead of corporate stock, as shown in the 
following comparison: 


Case 1 
Tax-free Corporate 
security stock 


Amount of investment $1, 000 
Yield rat a ‘ 30 | 
Gross income... 4 | $300 | 
Federal income tax at 90 percent | $270 | 


Balance after tax 3 ze , $30 | $30 


Case 1 shows that an investment of $1,000 in a municipal bond yielding 3 
percent would return $30 income without being subject to income taxes, whereas 
an equivalent investment in corporate stock would require a yield of 30 percent 
($300) to return the same net income of $30 after income taxes of $270 were 
extracted. In case 2 a 4 percent yield on a $1,000 municipal bond would return 
$40 without being subject to income taxes, whereas a 40 percent return on an 
equivalent investment in corporate stock would be needed to match the $40 net 
income. This vast difference in investment yields is caused by the tax effects, 
and in the case of tax-free securities the benefit is so out of proportion that if 
constitutes a violation of fair principles of taxation. 

Since such high dividend earning rates on sound investment stocks are im- 
probable, and perhaps impossible, it is logical for investors who are in the high 
tax brackets to divert their funds from taxable items into the nontaxable issues. 
The absence of investment funds that should be available to provide for the 
normal expansion of industry and commerce or the establishment of new enter- 
prises has been deplored for a long time by those who are aware of the possible 
damage to our capitalistic system that might develop. Just as important as the 
diversion of funds is the fact that current taxable income is depleted to the 
vanishing point by excessive taxation and the high cost of living, so that the 
balance of current funds that otherwise would be available for investment wil} 
not be substantial in amount. 


SOURCES OF CAPITAL FUNDS 


According to statistics, only a very small portion of the capital funds that went 
into industrial expansion and modernization during the last 4 years was obtained 
from individuals who invested their savings in the capital stock of industrial 
corporations. The major source of funds was the retention of substantial earn 
ings by the corporations until the demands were satisfied. However, consider- 
able funds were acquired through the sale of corporate bonds to investors and 
by means of loans from financial institutions, including the insurance companies, 
because of tax benefits. 

It has been reported that some companies have retained as much as 60 percent 
of their earnings for expansion and modernization programs. In other cases 
funds were obtained from investors in the proportion of 70 percent bonds and 
30 percent stocks, and even 85 percent bonds and 15 percent stocks. The invest- 
ment of capital in industry during the past few years was reported to be over 
$70 billion for bonded indebtedness, but only about $2 billion annually for corpo- 
rate stocks. 

To have a sound capital structure, it is important for a corporation to maintain 
the right relationship between its invested capital (stock) and borrowed capital 
(bonds and loans), the latter being of a somewhat temporary nature whereas 
the capital of the stockholders is considered permanent. For that reason corpo- 
rations cannot resort only to bonded indebtedness or other obligations, but must 
rely upon the stockholder-investor for a very large proportion of the capitaliza- 
tion. But if former sources of capital are now unavailable because of the diver- 
sion into tax-free State and municipal securities of the funds of those who 
possess wealth, or because excessive taxes consume too much income, then the 
other methods must be resorted to. 
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It shonld be apparent from a review of all the evils which have been pointed 
out herein, involving methods and schemes to ease or avoid the heavy burden of 
unfair and improper taxation, or as a consequence thereof, that the problems 
which have been created can only be solved by eliminating double taxation of 
dividend income. 


TAX ON CORPORATION INCOME 


Some authorities contend that there should not be any tax at all on corporation 
income, the theory being that income taxes have to be passed on in the prices 
charged to consumers. By levying an income tax on the balance of net income 
after dividends the reimbursement through consumers prices would be limited 
(in addition to the usual costs and expenses) to the required dividend payment 
plus the additional net income desired by the management for reasonable busi- 
ness needs. Since only the latter portion would be subject to income tax, the 
reimbursement for such tax would be considerably less than if the tax were 
based on the net income before dividends. (See Inflationary Effect, p. 2.) That 
would make possible a reduction in prices and also would discourage exorbitant 
profits. At the same time corporations would find it expedient to pay out suitable 
dividends to the stockholders in order to keep the amount of the income tax at 
a minimum. 

Taxation on that basis should not be considered a hardship to corporations 
desiring to obtain a large surplus for expansion or other purposes. A corpora- 
tion should not expect to obtain a free plant entirely through high prices and 
enormous profits. Theoretically, the plant and working capita) of a corporation 
should be furnished through investment funds, which are entitled to a fair rate 
of return out of the profits earned by the productive use of the capital structure. 
Otherwise, the corporation could earn a fair return on its capital, but in addi- 
tion it would be receiving a free plant contributed by the customers. 

Not to levy any corporation income taxes on the net income after dividends 
would have the effect of permitting the accumulation of large surplus accounts, 
which presumbaly would be available to stockholders at a later date through 
sale of their stock. In that event corporation income taxes would have been 
eliminated, and stockholders would be subject to a tax of only 26 percent of the 
capital gain (longterm). The situations relating to certain undesirable practices 
that have been discussed herein would then continue without restriction. 

It would seem fair and logical, therefore, to apply income taxes to the balance 
of the corporate net income. That would seem to be the only method by which 
an equitable relationship can be established among the various interests involved 
in commercial enterprise—the corporation itself, its stockholders and employees, 
and finally the Government and the customers. 


RATE OF DIVIDEND ALLOWANCE 


In ann'vine the principle that dividends p»id by corporations should be deduct- 
ible in the determination of net income subject to income taxes, consideration 
must be g ven to the amount that may properly be allowed for the use of investors’ 
eanital. It should not be expected that unlimited amounts of dividend pay- 
ments should be allowed to corporations as a deduction from income. If that 
were the case it would be possible for certain corporations to enjoy uncton- 
scionably high profits without consideration being given to the justification 
therefor. If the corporation managers expect to earn 25 percent annually on 
capital they may not be conducting business in the general public interest. In 
order to earn such a high rate of return consumers probably would be charged 
prices that are too high, which would cause a corresponding increase in the 
cost of living. It would be desirable to some extent at least to curb exorbitant 
profits. That could be assured if the tax applied to the true net income after 
allowance of a fair amount of dividends paid to stockholders. 

It would seem safe to state that ample capital funds would be made available 
by investors if they are assured a satisfactory return on the savings they have 
placed with corporations for productive use. With a record of consistent divi- 
dend payments there should be no hesitancy on the part of investors in eagerly 
supplying the capital needed by corporations. Under such favorable conditions, 
corporations desiring to expand their activities or to make extraordinary im- 
provements in their facilities should be able to obtain financial support from all 
classes of investors, without the necessity of resorting to special profits as the 
source of funds. Such a policy would create the proper balance in capitaliza- 
tion of corporations and ownership equities, and also would strengthen and 
stabilize the entire field of corporate finance. 
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The yield of dividend paying common stocks listed on the New York Stock 
Exchange has been about 8 percent over a period of years. Consequently, it 
would seem to be fair to permit corporations to deduct dividend payments to 
stockholders up to a rate of 8 percent of the capital. Any net income of corp 
orations beyond that rate would be subject to the corporation income taxes. 
The principle of cumulative dividends should be applied because there may be 
periods during which a corporation might be in a tight financial position. That 
could occur because of the necessity of acquiring larger inventories or some 
other special or unusual commitment, on account of which the cash funds would 
be restricted to those purposes and it would not be expedient to disburse them to 
stockholders as dividends. Then again the ability of a corporation to earn as 
much as 8 percent may be hindered by other events, such as strikes, recessions 
and depressions, or the adverse effect of war production. Therefore, if a corpora- 
tion were able to pay out a dividend of only 4 percent during the current year, 
it should be allowed to make up the deficiency in dividends in the following year 
when it might be able to pay a dividend of 12 percent, the average for the two 
periods being 8 percent. The 4 percent that could not be paid in the prior year 
would be added to the 8 percent paid for the next year. 

To protect the revenue of the Government by preventing a corporation from 
manipulating its dividend policy so as to avoid taxes, it might be desirable to 
place a ceiling on the dividend rate that may be deductible in any one year. 
For that purpose consideration might be given to a maximum allowance of 12 
percent when another year’s dividend deficiency is added to the current dividend 
distribution. The fixing of a maximum rate may discourage the skipping of a 
dividend in order to obtain the benefit of the deduction in a more favorable period 
when the effect might be to reduce income taxes of the corporation or the stock- 
holders. 

A problem arises in the allowance of a fixed rate of dividend in the case of 
those corporations which are just beginning to operate. Investors generally 
demand a greater return of income when they furnish risk capital. If the 
corporation receives a dividend allowance of only 8 percent, but is expected to 
pay out dividends of 12 or 15 percent because that much would be expected by 
those investors who have speculated in a new enterprise, assuming that the 
corporation was able to earn that high rate of profit, then the new corporation 
is at a disadvantage with respect to its income tax obligation compared to an 
established corporation. On the other hand, a new corporation might find it 
desirable to postpone the distribution of dividends until it develops the financial 
strength to survive. At the same time it would be wise to build up its surplus 
account and reserves so that it will be able to meet contingencies or expand its 
activities. 

It might be practical to permit new corporations special treatment by allowing 
them a 10-year period during which they could obtain the benefit of dividend 
payments beyond the maximum rate. In that manner a new corporation would 
be able to postpone dividends during its early years, and make up the payments 
within the prescribed 10-year period. It would be impracticable to change the 
basic rate of dividends allowed because of administrative difficulties. And it also 
would be necessary to guard against schemes to take advantage of this special 
feature by establishing new corporations for the express purpose of obtaining 
preferential treatment. 


DEFINITION OF DIVIDENDS PAID 


The term “dividends paid” should be extended to include dividends paid in 
property or obligations of the corporation, as well as taxable stock dividends, 
rights, or scrip certificates. The issuance of such items may be of great ad- 
vantage to new corporations. The amount of allowance therefor would be 
limited to the fair market value of those items at the time of the distribution. 
Also to be included would be the consent dividends credit, which would be the 
amount allowed for stockholders’ filed agreements to report as taxable income in 
their corporation’s earnings which is to be retained and not distributed during 
the year involved. 

The credit allowed a corporation in computing its income taxes, therefore, 
would include the dividends paid in cash, property, obligations, or certificates; 
the dividend carry-over from the preceding years; and the consent dividends 
credit. In effect the corporation income taxes would then correspond to a tax 
on the corporation’s undistributed net income in excess of the allowable dividend 
rate. 
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For illustrative purposes, the following is a summary of the determination 
of the dividends paid credit as shown in schedule M of the 1937 corporation in- 
come tax return, at which time an undistributed profits surtax was in effect: 


Distributions to stockholders: 
Cash. 
Assets other than cash or the corporation’s own securities (lesser of ad- 
justed basis or fair market value). 
Treasury stock (Same as preceding item). 
Obligations of the corporation (bonds, notes, script, etc.) (lesser or face value 
or fair market value). 
Common stock of the corporation distributed to holders of common stock 
(fair market value), nontaxable. 
Preferred stock of the corporation distributed to holders of common stock 
(fair market value). 
Common stock of the corporation distributed to holders of preferred stock 
(fair market value). 
Preferred stock of the corporation distributed to holders of preferred stock 
(fair market value). 
Optional—Medium of payment elected by stockholders : 
Cash. 
Common stock (fair market value). 
Other. 
Total taxable distributions. 
Dividend carry-over from preceding taxable year. 
Dividends paid credit. 

The regulations applicable to the year 1937 provided that no dividends naid 
credit is allowable with respect to any distribution unless the distribution is 
pro rata, equal in amount, and with no preference to any share of stock as com- 
pared with other shares of the same class; also, if any part of a distribution 
(including stock dividends and stock rights is not a taxable dividend in the 
hands of such of the shareholders as are subject to taxation under title I for the 
period in which the distribution is made, no dividends paid credit is allowable 
with respect to such part. 


REGULATED INVESTMENT COMPANIES 


The allowance for dividends paid would correspond to the treatment accorded 
regulated investment companies. Those companies include in taxable income the 
total amount of dividends they have received, but a credit is allowed for the 
dividends paid out to shareholders. In order to obtain the credit they must 
distribute as dividends to their shareholders during the taxable year an amount 
not less than 90 percent of net income. Under present conditions, however, that 
benefit does not eliminate double taxation of dividends since the original 
corporation which paid the dividend to the investment company would not have 
deducted its dividends paid in computing its income taxes, and the shareholders 
in the investment company would still include in their personal income-tax re- 
turns the dividends received from the investment company. The investment 

mpany merely acts as a trustee for the investor-shareholders whose funds it 

placed with numerous corporations. By allowing corporations to take 

dit for the dividends paid to the stockholders, the corporations in effect would 

be similar to investment companies, holding the funds of the stockholders di- 
rectly instead of indirectly. 

There is no compulsion on the corporations to distribute any working capital 
or funds required for current operations or other purposes. If the directors 
find it necessary to forego a distribution to stockholders, or if they wish to 
disburse less than the rate of dividends allowable for deduction from income, 
the undistributed net income, whatever the amount, would be subject to income 
taxes. But directors would create contented stockholders by paying out divi- 
dends when earned, in an amount that would reduce to a minimum the net income 
subject to tax. 


DIVIDENDS RECEIVED CREDIT 


In computing corporation income taxes the net income reported on the tax 
return is now reduced by a credit for certain dividends received. The dividends 
received credit is the sum of the following: 

(1) 85 percent of dividends received from a domestic corporation subfect 
to income tax. 
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(2) 62 percent of dividends received on preferred stock of a public utility 
subject to income tax. 

(3) 85 percent of dividends received from certain foreign corporations 
subject to income tax, if requirements as to doing business in the United 
States are met. 

Since only a portion of the dividends received is allowed as a credit, the 
balance (15 percent in the case of dividends received from a domestic corpora- 
tion) of such income remains subject to the corporation-income taxes. Under 
the proposal to allow corporations a deduction for dividends paid, it would not 
be possible to also allow a credit for dividends received. As the allowance 
for dividends could be given only once, which would be to the payor corpora- 
tion, the dividends-received credit would be eliminated and the entire amount 
of dividends received by corporations would have to be included in their taxable 
net income. A corporation receiving dividends, therefore, would increase its 
taxable income, but it would be given a deduction when it made dividend pay- 
ments to its stockholders. 

It might also be pointed out that an additional credit is allowed to a public 
utility to the extent of 27 percent of the dividends paid on its preferred stock. 


EFFECT OF DEDUCTING DIVIDENDS PAID 


Based on assumed amounts, the treatment of dividends paid as a deduction 
in determining taxable net income of corporations would have the following 
effect : 

Dividends paid to stockholders in cash and assets__-_...-_--~- $12, 000, 000, 000 
Less dividends received credit—to be eliminated__ $2, 000, 000, 000 
Net amount deductible from net income__--_ _..... $10, 000, 000, 000 
Effective corporation income tax rate percent__ 35 


Reduction in corporation income taxes $3, 500, 000, 000 


The assumption is that taxable net income of corporations would be reduced 
by about $10 billion if dividends paid are deductible and no credit is given for 
dividends received. At an effective tax rate of 35 percent the reduction in 
corporation income taxes would be $31 billion. 

This apparent loss of tax revenue, however, would be made up by recovery 
of the revenue loss resulting from the use of various methods and schemes that 
are being applied constantly to avoid the effects of double taxation. Under the 
present system the tremendous loss from these schemes grows larger every year 
and should be considered the most important problem as they probably deprive 
the Government of billions of dollars of taxes annually. It might be that only 
one-tenth of the potential revenue is now collected by alternative methods 
because of the avoidance of double taxation. 

That such consequences are probable can be realized by reviewing the meth- 
ods and schemes described hereinbefore, which may be listed as follows: 

Conducting the enterprise or part of its activities in the form of a partner- 
ship instead of a corporation. 

Obtaining capital funds through the sale of bonds or the creation of debt 
by borrowings instead of through the issuance of stocks. 

Renting production facilities instead of owning the plant. 

Leasebacks from tax-exempt organizations. 

Leasebacks from insurance companies. 

Other unfavorable consequences that have been pointed out are as follows: 

The inflationary effect on consumers’ prices and the cost of living. 

The retention. of earnings by corporations. 

The creation of capital gains through sales transactions to get the bene- 
fit of a lower tax rate. 

The shift of investment funds into tax-free securities. 

On the other hand it can be assumed that a deduction for dividends paid would 
induce corporations to pay out larger dividends to the stockholders. As a conse- 
quence those taxpayers would report additional dividend income and pay addi- 
tional taxes. That probably would be the case even though the personal tax 
rate is higher than the corporation tax rate. The earnings retained by the cor- 
poration would otherwise be subject to tax, which if substantial would have to 
be explained to the stockholders. 
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If investors are assured satisfactory treatment with respect to dividends, in 
conjunction with the elimination of the double taxation feature, sufficient pri- 
vate funds would flow into corporate enterprises to meet all demands for new 
capital. The additional production facilities made available would then result 
in increased wages, profits, dividends, and income taxes. As the improvement 
in conditions would operate in sequences throughout the entire cycle of in- 
vestment, production, earnings and taxes, some of the revenue lost by the deduc- 
tion for dividends paid would be recovered through that process. 

Finally, dividend payments would compete with expenses as a deduction from 
the corporation's income, the effect of which would be tighter control over ex- 
travagant expenditures. Reduced costs and expenses would result in either 
lower prices or increased profits and dividends, and eventually additional in- 
come taxes from the corporation or its stockholders. 


PRINCIPAL CONSIDERATIONS 


The principal considerations involved in the theory that dividends paid should 
be deductible by corporations are as follows: 

1. The present method of computing corporation income taxes causes in- 
flated prices and living costs of $3 billion a year on the basis of a 5-point in- 
crease in rate from 47 percent to 52 percent. 

Double taxation of the corporation net income paid out as dividends can 
conceivably tax earnings at 100 percent or more, which could be considered 
confiscatory taxation. 

3. It should not be necessary to consider tax effects when a corporation needs 
new capital; that is, whether the source of funds should be bonded indebtedness 
because interest is deductible, or capital stock, the dividends related thereto not 
being deductible from net income. 

4. It should not be necessary to consider tax effects when deciding whether 
the form of organization should be a corporation or partnership, the latter pre- 
sumably avoiding double taxation of company profits. 

5. The same question is involved in the possibility of setting up a partnership 
to conduct certain activities, such as renting facilities to a related corporation. 

The question of retained earnings by a corporation and the threat of being 
penalized by the section 102 surtax on improperly accumulated surplus are of 
considerable concern to corporation officers and directors. 

7. The tremendous expense involved in defending corporations in disputes 
over the type of capitalization, the form of organization, and the accumulation 
of surplus, and the litigation of those cases through numerous departments and 
courts over a period of years is unavoidable under the present system. 

8. The inclinatin to be extravagant with deductible expense items arises 
because of the impact of taxes on corporation profits. 

9. The new schemes for avoiding unfavorable taxation by leasing, back produc- 
tion facilities acquired by tax-exempt organizations and insurance companies 
have resulted in a tremendous lcss of tax revenues during the past few years. 

10. The diversion of investment funds into tax-free securities, which have 
escaped tax and therefore yield a much higher return (after taxes) to the in- 
vestor than investments in corporate securities. 

kn conclusion it should be reiterated that solution of the problems and evils 
related to double taxation of profits demands that dividends paid be allowed 
asi a deduction in determining taxable net income of corporations. The apparent 
loss of tax revenue would be recovered through compensating benefits. At the 
same time businesses could be managed without considering tax effects and con- 
sequences, and the disputes and litigation over many related questions would be 
eliminated. Finally, an improved relationship between investors and corpora- 
tions would result in industrial stability and a sound national economy. 


The Cuarmrman. The next witness is Mr. Walter T. Cardwell, on 
behalf of the Commerce and Industry Association of New York, Inc. 

Will you give your name and the capacity in which ‘you appear 
for the benefit of the record ? 
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STATEMENT OF WALTER T. CARDWELL ON BEHALF OF THE COM- 
MERCE AND INDUSTRY ASSOCIATION OF NEW YORK, INC. 


Mr. Carpwe.t. My name is Walter T. Cardwell. I am manager 
of the Commerce and Industry Association of New York. Our as- 
sociation consists of some 3,500 members, made up of a cross section 
of business in the New York area. 

The CHairman. Does your membership extend over the entire 
State ? 

Mr. Carpwex.. It is not limited to the State. 

The Cuairrman. You do have members outside the State? 

Mr. CarpweE... Yes, sir. 

The Carman. Your organization has been very helpful to the 
committee, and we are glad to have you. 

Mr. Carpwext. I would like to go directly to our recommendations 
and save the committee’s time. 

Specifically, we recommend (a) that the tax on intercorporate 
dividends should be eliminated by the allowance of credit of 100 per- 
cent instead of the present 85 percent. Allowance of the 100 percent 
credit should be made effective at the earliest date the revisions now 
being considered can be put into effect. Thus the multiple tax, which 
is even worse than the double tax, will be eliminated. 

(2) The double taxation of dividends should be eliminated by taxing 
the income only to the earning corporation and by eliminating the 
second tax now imposed on the noncorporate stockholders receiving 
distributions of such income as dividends. 

(3) If revenue needs make it impracticable wholly to eliminate the 
second tax, a start should be made, effective on the earliest date the 
revisions now being considered can be put into effect, toward achiev- 
ing the ultimate complete elimination. This start should be made by 
allowing credit for dividends received by noncorporate stockholders 
equal to the initial combined rate of normal and surtax on individual 
incomes, which is now 22.2 percent. 

(4) If the revenue needs of the Government will not permit a credit 
of as much as 22.2 percent or whatever the initial combined rate of 
normal and surtax is, a credit of at least 10 percent on dividend income 
should be allowed as a first step in eliminating the double tax. 

The CuatrmMan. Those are your recommendations ? 

Mr. Carpwe.. Yes, sir. May I add one brief statement to this? 

The CHarrMan. Surely. 

Mr. Carpwett. Our view is that the simplification of the statutory 
»rovisions will aid us in living within and also aid the Administrator 
in the interpretation and administration of this law. Much of the 
battles with businessmen today revolves around the question of 
whether the distributions should be taxed under the provisions of sec- 
tion 115 (g) of the code. 

The Cuarmman. In fact, one of the great headaches and problems 
in internal revenue taxation is to define income. 

Mr. Carpwetu. Yes. Our thought is this, that even dividend in- 
come should not be entirely free of tax, but not taxed until it ultimately 
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reaches the capital gains rate. You know, on capital gains your 
dividend income has to be taxed at the capital gains rates. Then the 
major portion of the fights now being experienced with the Bureau 
would be eliminated. That would make it possible, also, to eliminate 
section 102 of the code, which is another controversial matter. And 
when you take both of those sections out, you have relieved the busi- 
nessman of a great deal of the worries he has today on business judg- 
ments. 

As to the effect of this tax on stockholders and the reason it is now 
freezing those funds for equity capital, we have in our own experience 
corporations suffering a 50 percent tax on each dollar received and 
the remaining 50 percent paid out to the stockholders, and these closely 
held corporations are taxed even as high as 90 percent, 80 percent, and 
75 percent. So you can see how much of the dollar revenue received 
by a corporation is ultimately retained either by the corporation or 
by the stockholder. 

Our own feeling is, as expressed by the earlier speakers, that if the 
Congress move in the direction you are discussing this morning, 
ultimately all of our business corporations would be owned by indi- 
viduals in this country. And since a man can wear only 1 suit of 
clothes at a time and sleep in 1 bed and eat 3 meals a day, if this money 
could be distributed to the shareholders, it must find its way ulti- 
mately in investment in some enterprise and would also create many 
new corporations, new jobs, new payrolls, and actually there would 
be no loss of revenue. 

We are now entering the so-called atomic age and electronics age, 
and we read and know and see every day instances of where some 
smart, bright young man or group of men would like to go into busi- 
ness but lack capital, and they cannot get it unless you move in this 
direction. 

Mr. Kran. With reference to the tax credit on intercorporate divi- 
dends, which is 85 percent at the present time, and your recommenda- 
tion that it be made 100 percent, is there any possible excuse for allow- 
ing only 85 percent credit on that except that when the matter was 
first put into the law there was some abuse on account of the fact 
that corporations were built on corporations and they wanted to 
discourage that and that is the only way they could discourage it? 
Jt seems to me there are so many legitimate reasons why one corpora- 
tion should own the majority of the other cor poration that that pen- 
alty is completely unfair and should be eliminated from the law. 

Mr. Carpweii. You may recall when that section 123 was being 
considered we did not appear before this committee but did appear 
before the Finance Committee, as I recall. It went out of this com- 
mittee at the very end of the consideration of this bill, and we are on 
record as violently opposed to that kind of restriction on industry in 

this country. We think business should be encouraged instead of 
discouraged. 

Mr. Kean. What I said is correct, that it is a hangover ? 

Mr. Carpwetut. Yes. You remember it was put in the 1936 act. 

The Cuarrman. If there are no further questions, thank you very 
much for your appearance and the information you have given the 
committee. 
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(The statement submitted for the record by Mr. Cardwell is as 
follows :) 


STATEMENT OF COMMERCE AND INDUSTRY ASSOCIATION OF NEW YorK, INc., NEW 
York 7, N. Y., PRESENTED BY WALTER T. CARDWELL, Re Topic 17, TECHNIQUES 
FOR ALLEVIATING DOUBLE TAXATION OF DIVIDENDS 


The double or multiple taxation of corporate income can be eliminated either 
(1) by abolishing the second tax on the persons who receive the income in the 
form of dividends, thus taxing the income only once to the corporation that 
earns it; or (2) by dividing the single tax between the corporation and the 
stockholders through allowance of credit to one for the tax paid by the other. 

From the point of view of simplification of the tax structure and elimination 
of present complexities, inequities, and uncertainties, the first method—removal 
of the second tax on the persons receiving the dividends—appears, by far, to be 
the most preferable. Adoption of this method will sweep out of the overall 
tax structure the whole bundle of complexities that have become necessary for 
the administration and collection of this second tax. The much-litigated pro- 
visions defining “accumulated earnings and profits” necessary to determine 
whether payments to stockholders are distributions from earnings and profits 
or distributions from capital, the troublesome provisions of section 115 (g 
dealing with distributions essentially equivalent to taxable dividends, and the 
penalty tax under section 102 for unreasonable accumulation of earnings are 
but some of the code provisions that could be eliminated. 

There appears to be no dispute as to the desirability of eliminating the double 
or multiple taxation of corporate income. The experts are in agreement on 
that. Although universally recognized as desirable, the change has been post- 
poned because of revenue needs. 

We think it is about time a start is made and that this is a propitious time 
to make the start. Our economists tell us we are in a period of transition and 
use the words “adjustment,” “recession,” and sometimes even “depression” in 
describing what we may expect in the not too distant future. The revisions 
discussed here today are proposals being readied for introduction next year. 

The President, in his recent message said: “We must develop a system of 
taxation which, to the greatest extent possible, will not discourage work, savings, 
and investment, but will permit and encourage initiative and the sound growth 
of our free economy.” Elimination of the double taxation of corporate income 
is precisely the kind of incentive tax legislation that the situation calls for. 
Fresh venture capital, as well as venture capital now tied up, would pour out 
into productive enterprises both here and abroad, increasing employment and 
expanding the economy. The new and expanded enterprise would be nurtured 
by equity as distinguished from borrowed capital. 

The techniques for eliminating the double tax have been the subject of study 
for many years. There is no such thing as a perfect tax provision that satisfies 
everybody. We must be satisfied if the principle underlying the change is a 
worthy one, and if the change will improve on what we now have. 

Furthermore, this is a change that can be brought about gradually, step by 
step, taking into consideration revenue requirements. We can start by reducing 
the amount of the second tax on the shareholders. The amount of the reduction 
can be increased in stages over a period and eventually the second tax can be 
reduced to zero. 

Specifically, we recommend the following: 

1. The tax on intercorporate dividends should be eliminated by the allowance 
of credit of 100 percent instead of the present 85 percent. Allowance of the 100 
percent credit should be made effective the earliest date the revisions now being 
considered can be put into effect. Thus the multiple tax (which is even worse 
than the double tax) will be eliminated. 

2. The double taxation of dividends should be eliminated by taxing the income 
only to the earning corporation, and by eliminating the second tax now imposed 
on the noncorporate stockholders receiving distributions. of such income as 
dividends. 

3. If revenue needs make it impractical wholly to eliminate the second tax, a 
start should be made, effective on the earliest date the revisions now being con- 
sidered can be put into effect, toward achieving the ultimate complete elimina- 
tion., This start should be made by allowing credit for dividends received by 
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noncorporate stockholders, equal to the initial combined rate of normal and 
surtax on individual incomes (now 22.2 percent). 

4. If the revenue needs of the Government will not permit a credit of as much 
as 22.2 percent or whatever the initial combined rate of normal and surtax is, a 
credit of at least 10 percent on dividend income should be allowed as a first 
step in eliminating the double tax. 

The Cuarrman. The next witness is Mr. Charles E. Oakes, presi- 
dent, Pennsylvania Power & Light Co. 

If you will please give your name and the capacity in which you 
appear for the record, we will be very glad to hear you. 


STATEMENT OF CHARLES E. OAKES, CHAIRMAN, SPECIAL TAX 
POLICY COMMITTEE, EDISON ELECTRIC INSTITUTE 


Mr. Oaxrs. My name is Charles E. Oakes and I live in Allentown, 
Pa. I am president of the Pennsylvania Power & Light Co. which 
serves a portion of eastern Pennsylvania and which is wholly and di- 
rectly owned by the general public. I am also chairman of the special 
tax policy committee of the Edison Electric Institute and I am talking 
to vou today in that capacity. 

The Edison Electric Institute is the leading trade organization of 
the electric-utility industry and, in terms of electric customers, repre- 
sents 85 percent of the electric companies of this country. 

Like all industry, the electric companies include taxes in the rates 
charged for their products for they have no other source of funds, 
Therefore, in the long run taxes imposed directly on the electric com- 
panies become taxes for consumers of electricity. For this reason I 
feel that Iam also speaking for our customers. 

Federal income taxes, because of the severity of tax rates and the 
way they are imposed, have become an extremely important factor in 
business and, in fact, every segment of our economy. The present 
method of imposing Federal income taxes is inequitable as between 
fields of endeavor. In theory, corporate income taxes are taxes on 
profits. Actually, they bear more heavily on the electric-utility com- 
panies, which because of‘commission regulation charge their custom- 
ers on a cost basis, than they do on unregulated types of businesses 
that make what they can on their operations. A prime reason for this 
is that an electric utility taxes $4 of investment to earn a dollar of 
annual revenue and almost a quarter of that dollar of annual revenue 
is paid out to various branches of Government in the form of taxes. 
In addition, regulation of our business at the Federal, State, and 
local level, results in restriction of earnings to the point where we 
cannot finance in full our new construction from the limited amount 
of retained earnings available for this purpose and from other internal 
sources as many businesses do. Thus our companies must go to in- 
vestors for a major portion of their construction funds. 

Sound forward-looking financial policies require that a considerable 
portion of this money comes from the sale of stock. The National 
Association of Railroad and Utility Commissioners—the association of 
State regulatory bodies—recognize this, too, and accordingly require 
that our companies raise substantial amounts from equity securities. 
Therefore, they have repeatedly pointed out the harmful effects which 
can result from excessive debt financing, but the existing Federal tax 
structure tends to stimulate the use of debt and continues to be a 
deterrent to the utilization of equities. Tax legislation could be 
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drawn so as to encourage all industry to make a greater use of equity 
securities. 

Before I show you my charts and make my comments on them I 
want to make it plain that our industry seeks no special considera- 
tion or preferential treatment apart from other industries in the mat- 
ter of Federal income taxes. ‘Though the utility industry alone has 
accounted for 34 percent of all the money r: aised by the sale of pre- 
ferred and common equity issues since 1948, what I propose to you will 
apply to all corporate business. 

Mr. Kean. ‘The rate the usut al utility boards use is a percentage of 
about 60-40, 40 percent stoc ks and 60 percent bonds, roughly. So 
that your utility company does have to have 40 percent in equity even 
to sell its preferred. 

Mr. Oakes. That is correct. Generally speaking, utility commis- 
sions do not favor a debt rate of more than 60 percent. 

Having in mind the needs of the Treasury for revenue, my proposi 
tion as a first step to reduce this inequitable tax is to eliminate a small 
part of the double taxation on dividends by exempting from personal 
income taxes the first $200 of dividends received from domestic cor- 
porations reported on each personal income-tax return. This would 
stimulate interest in the ownership of the equity security of all in- 
dustry by large numbers of people and would thereby open up new 
sources of capital funds much needed for the country’s future indus- 
trial growth. 

Chart 1: My first chart shows the prospective requirements of the 
country for electric power through 1975. The entire electric indus- 
try—Federal, other public bodies, Nee, and the electric com- 
panies are included. We have not, however, covered industrial plants. 

By 1975 the power business will be nearly ‘then and one-half times 
as big as it is now. The taxpaying electric companies will have to 
prov ide the bulk of the facilities to take care of this great increase. 

Electric power has become a necessity. Our economy and our mili- 
tary might is based upon an abundant supply. Anything that will 
block or retard the construction of the needed powerplants and trans- 
mission and distribution lines would be a national calamity. 

Chart 2: To carry out their share of this program, the electric com- 
panies will require $3 billion of construction funds each year for the 
next 3 years. We must turn to the investor for much of this money. 
A regulated business such as ours cannot possibly generate enough 
money from the business to pay for all of our new construction. 

Chart 3: Of the nearly $3 billion of construction funds required 
in 1952, the companies had to obtain nearly $134 billion from investors 
Almost 65 percent of this money was raised by bonds and notes. The 
way Federal income tax is levied puts a premium on this type of 
financing. ‘The companies would not, however, do all their financing 
by bonds even if the utility commissions would permit them to do so, 
because to have a healthy, growing business a substantial equity must 
be present. Each company must be in position to attract investors 
in this class if they are to continue to get the capital they need. 

Chart 4: On this chart we have shown the amount of money which 
we expect to need for construction purposes from the year 1953 
through 1975. The total is $54,500 million. Of this, nearly $34 bil- 
lion will be new money. 
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The remainder of $20.7 billion comes from the generation of money 
from the business itself. 

The Cuarrman. Pardon me, Mr. Oakes, but you are speaking of all ? 

Mr. Oaxes. All electric-utility companies in the United States. 

The CuarrMan. That is very, very interesting. 

Mr. Oaxes. You see, it is a very large amount, and it is not too far 
away. It is only a 20-year period. The amounts of money required 
are going to be extremely large, and therefore the tax situation is 
extremely important. 

The companies must be able to secure this new money from willing 
investors on reasonable terms if they are to meet their responsibilities 
to the American people. 

The utility business is not alone in needing new money in the years 
to come. The American economy will require large sums of addi- 
tional capital if it is to prosper and grow as it should. 

Chart 5: This chart shows how the proportion of our national in- 
come represented by dividends paid by corporations has gone down. 
This is an important point. In 1929, 6.67 percent of the national 
income was represented by dividends, whereas it is down today, in 
1952, to less than one-half of this amount, which is a trend which 
should be reversed. 

The Cramman. This is all corporations, not simply electric 
corporations ¢ 

Mr. Oaxes. It is all corporations. 

Mr. Curtis of Missouri. Does that reflect the rate? 

Mr. Oaxes. No. That is the amount in percentage of the total 
national income that is contributed by dividends from corporations 
in this country. 

Mr. Curtis of Missouri. That was the actual amount of money in- 
vested in that form and does not reflect the actual rate? 

Mr. Oxxes. No. This is the percentage of national income. 

Mr. Curris of Missouri. I understand, but I mean does the rate of 
the dividends, whether 6 percent or what, enter into the computation? 
From your answer, it apparently does not, so this would reflect, in 
this percentage, a declining capital investment. 

Mr. Oaxes. That is correct; yes, sir. 

I have purposely omitted the years of World War II. This is a 
serious trend. There are some other important facts to consider. In 
1929, out of every dollar of profit earned by a corporation, before 
the so-called profits taxes levied by the Federal Government and some 
States, 14 cents went to pay corporate income taxes, 27 cents was 
retained in the businesses, and 59 cents was paid as dividends. 

In 1952, out of every dollar earned before corporate income taxes, 
57 cents was paid in income and excess-profits taxes, 20 cents was 
retained in the businesses, and only 23 cents was paid as dividends. 

Obviously too small a proportion of corporate profits is reaching 
the stockholder at the present time, especially as he has to pay a 
heavy tax on the money he so receives. In our business the key to 
successful financing is money from the sale of stock to, the general 
public, and I believe that something should be done to encourage the 
purchase of stock by individuals on a nationwide basis. 

Chart 6: This is the first of two charts which shows the penalty 
that an investor in a corporation has in comparison with an invest- 
ment in a partnership or, if you wish, an investment in any noncorpo- 
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rate business. The first 1 of the 2 charts is based on a married couple 
with 2 children with a combined family income of $5,000 a year con- 
templating an investment. If their money is investe d in a corporation 
this low-income family would receive only 29.6 cents out of every 
dollar earned before Federal income taxes by the corporation for its 
stockholders. By comparison a dollar earned before Federal income 
taxes by a partnership would net the investor 67.8 cents, or more than 
214 times as much. 

Chart 7: This chart is made up in the same way as the previous one 
except that the married couple with 2 children has a combined income 
of $50,000 a year. A dollar earned by the corporation before Federal 
income tax becomes only 14.4 cents by the time it reaches the investor, 
whereas 28 cents of each dollar earned by a partnership would reach 
this family. 

Chart 8: This chart approaches the problem from another angle. 
It is more complex so it requires a bit of explanation. It shows what 
a corporation has to earn in order to net each investor what he would 
net by a 214-percent tax-free bond. Five sets of stacks are shown 
illustrating the effect on investors with family incomes ranging from 
$5,000 to $80,000 a year. The front row shows the dividends each 
family must receive from a corporation in order that the taxpayer 
can net 24% percent on his investment. The 244 percent is shown in 
the bottom portion of the stacks. The individual’ s Federal income 
tax is shown by the next portion of the stacks. The back row of stacks 
shows what the corporation must earn for the stock before Federal 
income taxes so that the investor can net 214 percent. We have in- 
cluded a retention in the business at 10 percent of the earnings availa- 
ble for common stock which is about the least a sound business should 
retain. Generally, electric companies must retain larger proportions 
than this. In the case of the $5,000-a-year family the company must 
earn 8.44 percent before Federal income taxes to net 214 percent. to 
the investor. In the case of the $80,000-a-year family the company 
must earn 20.54 percent to enable the investor to net 214 percent. 

There is little wonder that interest in the ownership of stocks has 
declined. 

Chart 9: In order to ascertain what tax losses would be incurred 
and what benefits would be received by a $200-a-year exemption per 
tax return, I would like to show you the results of some studies I 
have made. This chart summaries the result of a study based on 
the distribution of returns showing dividends by adjusted gross in- 
come groups appearing in the Statistics of Income for 1949 issued by 
the Bureau of Internal Revenue. In making the computation shown 
in the chart we have used the present corporate tax rates. I would 
have liked very much indeed to have secured later data, but inquiry 
made to the Bureau of Internal Revenue about it disclosed the fact 
that their policy is never to give out such information until their 
publications are issued. 

On the basis shown the tax loss for the year which would have 
become a benefit to the taxpayers was a little more than $180 million, 
and most of this benefit would go to people with relatively small 
incomes. 

The chart shows that of the slightly more than 3 million returns 
representing dividends, a little over 2.4 million, about 79 percent, are 
people with yearly incomes of under $10,000 and they will get 65 
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percent of the benefit. Therefore, on the basis of an exemption such 
as that proposed, there would be an incentive provided for millions 
of other people to become investors in the equity securities of industry. 
Such a move would open up vast new sources of funds needed for 
future industrial expansion. 

Chart 10: This chart shows how very small the average dividends 
per return are even for people of reasonably good income. 

Only 814 percent of the taxable returns reported dividends. This 
certainly indicates a need for the encouragement of individuals to 
purchase aa in American enterprise. 

Chart 11: This chart shows the results of a similar study that we 
mace of the stockholders of Pennsylvania Power & Light Co. There is 
a great deal of data on this chart, but I believe you will find it in- 
formative. The results of our study are very similar to those of the 
national study but we did get more information than has previously 
been available. The vast majority of our stockholders are people of 
modest means. Many are retired people who are dependent to a 
large extent on dividends received. Almost 80 percent of the indi- 
vidual stockholders are professional people, housewives, workmen, 
farmers, and retired people. 

So you see that the benefits of the plan which I am proposing will 
go to the everyday citizen—the so-called little fellow. 

There are 2 or 3 items in here which I think are of real interest: 
98 percent of our stockholders are individuals; 16 percent of the 
individuals are retired people; 72 percent of the individuals hold 
less than 50 shares of our stock which now sells for around $30 to 
$35; 78 percent of the individuals have modest incomes. I mean by 
modest incomes those less than $7,500 a year. The older people de- 


pend on dividends as important sources of livelihood. Our study 
showed nearly one-half of our stockholders are 60 years or older. 


The median income of these people in this age bracket is $3,000 per 
year, and nearly half of them receive incomes from dividends not. 
exceeding $600 a year. So you can see the stockholders in our com- 
pany are people of small means or average means, and a great many 
of them depend upon dividends for part “of their living. 

On chart 12 I have shown what our estimate of the tax loss in 1952 
would have been if the plan I am proposing had been in effect. The 
$250 million is an outside figure of the loss. I believe that the amount 
would have been closer to $200 million. The total tax loss which in 
turn would have been a benefit to the taxpayers of $250 million in 
1952 would have been less than four-tenths of 1 percent of the total 
tax collections for that year. I want to make it abundantly clear 
that this $250 million is from all business—I am not pleading for 
something for the electric-utility business alone. 

While we tag this as a tax loss I do not believe that the actual net 
tax loss would be anywhere near this amount, as most of the money 
would go to people of comparatively modest means. I think the 
money would be spent in business and commercial channels and 
would result in a considerable portion of it landing baek in the Fed- 
eral ‘Treasury through other taxes. Further, the sale of equity secu- 





GENERAL REVENUE REVISION 517 


rities in place of debt issues would, in itself, be productive of tax 
revenues. ‘To the extent that both of these cases would be productive 
of tax revenues, they would be an offsetting element for the loss 
incurred from the exemption of dividends. 

I also wish to file with this committee a pamphlet which gives 
further details of the study which is entitled “Aid for American In- 
dustry in Meeting the Present Crisis,” which I would like to submit 
for the record, as well as the complete text of my proposal here and 
the charts. 

The special tax-policy committee of the Edison Electric Institute 
urges that a start be made toward ending this unfair double taxation 
on corporate dividends by granting an exemption on each individual 
tax return of the first $200 of domestic corporate dividends received 
by the taxpayer. We appreciate that the exemption is small, and 
would mean little to people of large means. But it would be impor- 
tant and attractive to the little fellow, and would encourage him to 
invest in stock in American business. We believe this would be good 
for our country. 

Thank you very much. 

Mr. Jenkins. Mr. Oakes, we thank you very much. Mr. Reed told 
me to assure you that he had appreci: ated your statement very much. 
I am sorry to say, as you see, there is no one else left on the bench, 
but we have got to go and answer that bell, and that means business. 

Mr. Oaxes. I understand, sir. Thank you very much. 

(The pamphlet referred to has been placed in the committee files. 
The charts referred to are as follows :) 
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WHAT DOUBLE TAXATION MEANS TO THE PROSPECTIVE 
INVESTOR” IN TWO TYPES OF AMERICAN BUSINESS 


TRE. PARTRERS ATP 
| ONE DOLLAR EARNED , 
) FOR INVESTOR AFTER | 
<=" EXPENSES AND TAXES > 
OTHER THAN FEDERAL © D 
| _ INCOME TAXES | | | AFTER 
AFTER 52% = papa —— 22.2% 
FEDERAL ps : Tarter FIRST TAX FEDERAL 
CORPORATE TAX caine INDIVIDUAL 
ec | | INCOME TAX 
AFTER RETAINING AFTER 
10¢ IN THE BUSINESS § { sas] RETAINING 
iI 


€1 Hi 
nillid__-THE INVESTOR GETS—~ Tietteen 
AFTER 22.2% 
FEDERAL INDIVIDUAL Se 
INCOME TAX 


iar ieeieitaes THERE 1S ADEARTH > 


DEARTH 
OF INVESTORS IN 
CORPORATION STOCK AND WITH AN ADJUSTED GROSS." 
ee 


INCOME OF $5,000 PER YEAR 
CONTEMPLATES A NEW 
INVESTMENT 


WHAT DOUBLE TAXATION MEANS 10 THE PROSPECTIVE 
aaemmmniiiiiale IN TWO TYPES OF AMERICAN ——, 


| ONE DOLLAR EARNED | 
J FOR INVESTOR AFTER ba 
ONE DOLLAR < EXPENSES AND TAXES 


> OTHER THAN FEDERAL 
big “a INCOME TAXES 
AFTER 52% 


oF INDIVIDUALS 
FEDERAL — AFTER FIRST TAX 38¢. FEDERAL 
CORPORATE TAX 


Sia INCOME TAX 
bid : ily: AFTER 
AFTER RETAINING Siet RETAINING 
10¢ IN THE BUSINESS 3 10% IN THE 
|i], -THE INVESTOR GETS 
AFTER ae 


BUSINESS 
INDIVIDUAL’S FEDERAL i4¢ 
INCOME TAX 


WHY THERE IS A DEARTH 
OF INVESTORS IN 
CORPORATION STOCK 


MARRIED COUPLE WITH 2 CHILOREN 
AND WITH AN ADJUSTED GROSS 
INCOME OF $50,000 PER YEAR 
CONTEMPLATES A NEW 
INVESTMENT. 





GENERAL REVENUE REVISION 


WHAT A COMPANY MUST EARN ON COMMON STOCK 
BEFORE FEDERAL INCOME TAXES 
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INDIVIDUAL INCOME TAX RETURNS 
REPORTING DIVIDENDS 
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EFFECT ON U.S. TREASURY 
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(The following statement was also submitted for the record by 
Mr. Oakes :) 


STATEMENT BY CHARLES E. OAKES, CHAIRMAN, SpecraAL TAx PoLicy COMMITTEE OF 
THE Epison ELEctTRIC INSTITUTE 


It is important to the economy of the country that the financing of industrial 
expansion be conducted on a sound basis. Responsible industrial management 
recognizes that a substantial part of the funds needed should come from equity 
securities. Yet the postwar record shows that almost $4 out of every $5 of the 
more than $50 billion raised by new security issues were of debt type. A major 
influence contributing to this preponderant and unhealthy use of debt issues 
has been the long-term tax policies which heavily favors this type of financing 
to the exclusion of equities. Those well qualified to judge continue to point out 
that at least half of the new funds flowing into industrial channels should be 
in the form of equities if the future economy of American business is to rest on a 
solid foundation. 

There is need to provide the public, whose savings are the prime source of 
capital funds, with a stimulus to direct their savings into venture-type securities. 
Examination of the statistics of income compiled by the United States Treasury 
Department shows the great potential for investment which exists. The attached 
statement is indicative of the extent to which 35.6 million of the Nation’s tax- 
payers have participated in investing their savings in the risk-type securities of 
industry, based on the dividends reported. The data shows that 32.5 million— 
91 percent—are not owners of corporate stock. Taking into account the indi- 
cated investment of those now holding such securities, there is a tremendous 
source of funds available for future industrial growth. 
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Examination of the figures on the attached statement indicates that both the 
number of potential investors as well as the funds to be invested lie in the lower- 
income groups. Further, if only a small percentage of these taxpayers could 
be induced to invest in the venture-type securities of industry, vast amounts of 
money so realized would provide for industrial expansion over extended periods. 

The following tabulation, taking into account only the lowest two income 
classes and assuming only a fractional percentage of those not now reporting 
dividends would become investors as well as a nominal investment on the part 
of each such new investor, shows the very large amount of money which could 
be realized from this relatively small group. 


} 
ssum ed ’ 
Num ber of Percent | umber of : : tr Potal in- 

im ber of | averege 
Adjusted gross income class returns not ssumed to nan veatment vestment 
(in thousands of dollars) reporting |become NeW) investors per new of new 
aividends investors invest investors 


Thousands | The Pillions 
$0.6 under $4.5 26, J $2.6 
$4.5 under $10_.. | ,71 57 . 2.6 


Total } $5. 2 


A look at the reported figures of new security issues in the postwar years 
serves to show how important this amount of $5.2 billion could be in financing 
the further growth and expansion of industry. The past 7 years show capital 
additions by American business aggregating more than $150 billion. These 
recordbreaking expenditures were accompanied by the sale of equity securities 
averaging annually $0.7 billion in preferred stocks and $0.9 billion in common 
stock issues. In comparison, the $5.2 billion which might be forthcoming 
from this new group of small investors exceed the amount of all the preferred 
stock issues in the postwar years. Looking at the $5.2 billion in another way, 
such an amount would have absorbed all the common-stock issues in 6 years of 
unprecedented industrial expansion. 

Encouraging equity investment by this potentially large group of people in 
the lower income brackets is important from another consideration. The avail- 
ability of anything like $5.2 billion for equity-type investments could be ex- 
pected to be a major influence in the marketing of such securities. The bulk 
of the funds required to finance the postwar growth has largely come from 
current operations, most of it in the nature of retained earnings. If equity 
capital was in greater supply, more of the capital requirements of industry 
could be expected to come from this source. Thus the need to conserve cash 
for expansion by retention of earnings would be lessened and more of industry’s 
earnings would be available to pay out to investors in the form of dividends, 
much of which could be expected to be spent for goods and services with a con- 
siderable portion coming back to the Federal Treasury in the form of taxes. 
Also productive of taxes would be the greater use of equities in the place of 
tax-favored debt issues. 

Substantial encouragement to take this important step can be given the people 
in these lower income brackets by extending relief from the burden of double 
taxation of dividends. The greater this form of tax encouragement takes for 
this group, the greater it may be expected will be their incentive to become new 
owners of venture-type securities. Not only will such tax relief release substan- 
tial sums of money for investment in equities but also it will do much to stimulate 
interest in the ownership of American industry on a broader basis, bringing with 
it the inherent advantages entailed. 

As has been pointed out in earlier statements, the proposal to exempt from 
income tax the initial $200 of dividends of domestic corporations received by 
individual taxpayers, offers proportionate aid to the small investor to a greater 
degree than other alternative proposals thus far made and adoption of the 
proposal could be of major personal benefit to a vast number of the Nation’s 
citizens as well as of considerable constructive value to the whole country. 
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easury Department. 


PENNSYLVANIA Power & LicuT Co., 
Allentown, Pa., September 9, 1958. 
Hon. RicHArD M. SIMPSON, 
House Office Building, Washington, D. C. 


Drak Mr. Stmpson: I am enclosing herewith several copies of a: memorandum 
4 Program for Relief of Double Taxation Which Will Induce Capital Fermation. 
I would like to file this as a supplement to my testimony of July 16, 1953, on 
topic 17, Techniques for Alleviating Double Taxation of Dividends. 

It is my earnest belief that a constructive solution of this important problem 
requires not only that some relief from double taxation be accomplished for the 
individual taxpayer as well as for the principle involved, but that it be done in 
such a way as to stimulate the flow of capital. 
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In general two plans have been proposed, the one calling for a percentage 
of dividends to be exempted from tax, the other for a fixed dollar amount of 
dividends received by the individual to be so exempted. The attached study sets 
forth in brief the relative merits of these two methods principally from the 
standpoint of their effect on capital formation. 

I am by letter of even date forwarding several copies of the memorandum to 
Mr. Stam for his use. 

Sincerely yours, 
CuaAs. B. OAKEs, 
Chairman, FEI Special Tar Policy Committee. 


A PROGRAM FOR Revrer or Dovusite TAXATION WHICH WILL INDUCE CAPITAL 
FORMATION 


Supplemental information for Committee on Ways and Means, House of Repre- 
sentatives, from Special Tax Policy Committee Edison Electric Institute, Chas. 
BH. Oakes, chairman 


The unprecedented level of governmental expenditures brought about largely 
by the serious international situation has directed widespread attention to 
the importance of providing the-necessary revenues of Government by soundly 
conceived measures. Of immediate concern is the need to reframe the Federal 
tax structure so that existing obstacles to national growth are minimized and 
new measures adopted which will be a stimulating influence for investment 
in production businesses. The need for revision of our fiscal and tax policies, 
permitting America to continue to grow, is recognized by those responsible 
for development of a national tax program. It is also with the realization of 
the importance of the task and the difficulties encountered in attaining a properly 
balanced tax program that the following material is offered. 

Continuation of economic progress depends to a great extent on the rate 
of saving and investment in private industry. Expansion of industry must 
keep pace with the needs of a growing population, must provide more and 
better goods for a higher standard of living and must furnish, as well, the 
substantial amounts of materials for defense purposes. To meet these heavy 
demands, an adequate supply of funds must be available from the savings of 
countless people—for small business to grow and for all business to improve. 
Toward this end the taxing policy of the Government is of great influence 
in discouraging or stimulating the process of saving and of private investment. 

The adoption of any program to accelerate saving and investment in industry 
should meet certain objectives: 

(1) The effect on the income of the Treasury should be minimized. 

(2) Unfair elements in the tax structure should be eliminated or cor- 
rected to the greatest extent possible. 

(8) The tax burden on saving and private investment should be eased 
so as to provide an adequate flow of money to industry. 

The purpose of these remarks is concerned solely with what is perhaps the 
most harmful single element of the Federal tax structure on the formation of 
equity capital—the double taxation of dividends. While there are several ways 
to alleviate the injustice of this form of double taxation, the method of relief 
advocated herein not only conforms to the above objectives but, it appears, meets 
these principles in a more constructive fashion than other proposals. Simply 
stated, it is to exempt from his personal income tax the initial $200 of dividends 
of domestic corporations received by the individual taxpayer. 

It is unnecessary to emphasize the growing importance of achieving a balance 
of the national budget by proportionate income. It seems equally important 
that this balancing process be accomplished by a diminution of the expenditures 
and then accompanied by a reduction in the revenues of government. But 
whether such objective is immediately attainable, initial steps toward undoing 
the harmful influence of taxation upon saving and the formation of private 
capital can be taken with but minor effect on tax revenues. 

The removal of existing inequities in the present tax structure should be a 
primary goal of tax policy. Practical considerations do not always permit of 
wholly complete elimination of the undesirable elements. In the case of the 
double taxation of dividends it would not seem practical at this time to correct the 
inequity in its entirety, desirable as this might be. But a number of authorities 
have been alert to the need and have come forward with corrective suggestions, 

At -recent hearings before congressional committees dealing with this tax 
question, two proposals were made: 
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(1) To exempt from the personal income tax the initial $200 of dividends 
of domestic corporations received by the individual taxpayer. 

(2) To allow a credit of 10 percent of the dividends received against the 
taxpayer's tax liability. 

The effect of the first of these proposals, the flat $200 exemption, on tax rev- 
enues is estimated at around $200 to $250 million. This amount is less than four- 
tenths of 1 percent of the $62.1 billions in the net budget receipts for the fiscal 
year 1952. 

Individual income taxes for fiscal 1952 of about $29.9 billions are scheduled to 
be cut Some 10 percent as of the end of 1953. Considering that this cut will be 
around $3 billions, it would seem entirely reasonable, as part of this change, to 
include the above $200 to $250 millions in relief from double taxation of dividends, 
not alone because of the slight effect on tax revenues but more for the healthy 
influence it could exert on saving and private investment 

The second proposal, the 10-percent exemption, is estimated at around $600 
million. If an amount of $600 million can be directed toward relief from double 
taxation, the $200 exemption can be raised to, say, $500 to give the same result 
and with added advantages as explained later. If something closer to $200 to 
$250 million is indicated, the 10 percent could of course be lowered to 5 percent. 

For better comparison of the relative merits of these two proposals, the effect 
on tax revenues has been approximately matched and the details given in table 
A which compares the 10-percent exemption with a flat $500 exemption and in 
table B which compares a 5-percent exemption with a flat $200 exemption. Both 
are based on the use of the latest available information on income statistics of 
the Treasury Department (1949) but using present tax rates. While the dollar 
figures of effects may be somewhat higher were 1952 data available, the compara- 
tive results of the two proposals are of value in demonstrating the dispropor- 
tionate impact on taxpayers in the various income brackets. 

First, taking table A, under the $500 exemption 64.2 percent of the $600 million 
in benefits go to 2,484,570 (79.5 percent) of the taxpayers. Under the 10-percent 
proposal only 30.1 percent of the benefits go to this same 79.5 percent. Under 
the 10-percent proposal, 32.5 percent of the $600 million relief would go to 50,587 
taxpayers with incomes over $50,000, while under the $500 exemption this group 
would get only 4.6 percent (table B shows relatively the same relationship). 
Keeping in mind the need to stimulate the flow of new money into equity-type 
securities, this disporportionate distribution of tax benefits under the 10-percent 
proposal might be acceptable if it resulted in producing an appreciable incentive 
toward investment in equities. But this is not the case. The 10-percent pro- 
posal gives a substantial reduction in taxes on dividends to those with larger 
incomes and offers no attraction to invest further in such securities. 

For examnle, take the taxpayer with gross income of $30,000 to $40,000. (See 
table C.) His dividends averaged $6,709 in 1949. Under the 10-percent proposal 
he would have his tax reduced $671. What incentive does this provide for 
further improving the attractiveness of investment in taxable securities to him? 
At the present time, if he makes a taxable investment of $100 paying a $5 divi- 
dend, taxes take 67 percent leaving him $1.65 or only a 1.65 percent return on his 
investment. 

Obviously he is not interested. Under the proposed allowance of a 10-percent 
tax credit on the $5, this would give him 50 cents free from tax, but taking out 
taxes of 67 percent on the remaining $4.50 leaves him $1.48 on this portion and 
therefore he ends up with onlv $1.98—1.98 nercent—and still too low to interest 
him in risking his money. The same unattractive picture holds for taxpayers 
whose income is well below $30,000 and in the higher income brackets, the return 
almost reaches the vanishing point. With a 5-percent tax credit instead of the 
10 rercent used above, the venture is obviously still less worthwhile. 

Thus it seems plain that for the higher income groups no claim can be made 
that the 10-percent tax credit proposal offers any practical inducement for equity 
investment. Nor, of course, ean such a claim be made for the $200 or $500 divi- 
dend exemption proposal. For the fundamental difficulty here is due to the 
subjection of dividend income to the progressively higher increment income-tax 
rates which have forced and are forcing the investor defensively to seek the 
financial shelter of tax-exempt securities. 

Recent months have seen the yield on tax-exempt bonds mount from 1.94 percent 
in 1950 to as high as 3.12 nercent in June 1953 and to around 8 percent at 
present. (See table D.) With personal income taxes at an all-time high and 
this mounting yield of tax-exempt securities, a constant erosion of venture capital 
has been taking place. Today even the moderate-income investor finds tax-exempt 
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bonds more attractive as an income producer than common stocks. In table 
E, comparison is made of the return needed from a taxable security to equal the 
3 percent yield which may presently be obtained from a tax-exempt bond without 
regard for the difference in the risk element. This indicates that when the 
adjusted gross income gets around $15,000, the investor has reached the point 
where equity securities begin to lose their appeal. 

While this situation persists, those in the higher-income groups do not appear 
to be a reliable or important source of the new funds needed for further indus- 
trial growth. It is becoming more apparent that the most lucrative source of 
equity funds lies in the resources of the vast number of people of the lower- 
income classes. 

But what happens with the potential investor in the low-income groups under 
the 10-percent tax-credit plan? Is there any incentive for him to turn his savings 
directly into the equities of industry? 

While not as severe in its effect as on those with higher incomes, the taxpayer 
in the low-income bracket also finds little in the 10-percent tax-credit proposal 
to encourage him to embark on his initial venture in the purchase of equity secur- 
ities. He finds, for example, the $5 dividend on his investment of $100 shrinks 
to $3.89 at the tax rate of 22.2 percent and the 10-percent credit increases this 
to only $4. This has no appeal. The risk element of his return is still siphoned 
off by taxes, therefore he will be more inclined to institutionalize his investments 
by deposits in savings organizations or additional purchases of life insurance. 
Thus, under this 10-percent proposal, his savings would continue to find their way 
into industrial enterprise only through the indirect path of institutional invest- 
ment. But this process is limited largely to debt securities and only to relatively 
small amounts of equities. 

It is important to the economy of the country that the financing of industrial 
expansion be conducted on a sound basis. Responsible industrial management 
recognizes that a substantial part of the funds needed should come from equity 
securities. Yet the postwar record shows that almost 4 out of every 5 dollars 
of the more than $50 billion raised by new security issues were of debt type 
(table F). A major influence contributing to this preponderant and unhealthy 
use of debt issues has been the long-term corporate tax policies of the Federal 
Government which heavily favor this type of financing to the exclusion of 
equities. Those well qualified to judge continue to point out that at least half 
of the new funds flowing into industrial channels should be in the form of 
equities if the future economy of American business is to rest on a solid 
foundation. 

Study shows that it is in the lower-income group that the $200 or $500 dividend- 
exemption plan has direct appeal, The exemption of such an amount of income 
makes possible an initial aggregate investment of from $4,000 to $10,000 (5 
percent yield) in corporate equities by the taxpayer without foregoing in the 
form of taxes any part of the dividends received. 

There is need to provide this segment of the public, whose savings could be a 
prime source of capital funds, with a stimulus to direct their savings into ven- 
ture-type securities. Examination of the statistics of income compiled by the 
United States Treasury Department shows the great potential for investment 
which’ exists in the middle- and lower-income groups. The attached table C is 
indicative of the extent to which 35.6 million of the Nation’s taxpayers have 
participated in investing their savings in the risk-type securities of industry, 
based on the dividends reported—less than 9 percent. The data shows that 
32.5 million—91 percent—are not owners of corporate stock. 

The tremendous source of untapped funds potentially available to build future 
industrial growth is shown by comparing the indicated investment of those now 
holding such securities in relation to the number of those who are not owners. 

Examination of the figures on table C indicates that both the number of poten- 
tial investors as well as the funds to be invested lie in the lower-income groups. 
Further, it is immediately apparent that if only a small percentage of these tax- 
payers could be induced to invest in the venture-type securities of industry, the 
vast amounts of money so realized would provide for industrial expansion well 
into the future, 

The following tabulation, taking into account only the lowest two income 
elasses and assuming only a fractional percentage of those now not reporting 
dividends would become investors, making a nominal investment on the part of 
each such new investor over a period of time, shows the very large amount of 
money which could be realized from this relatively small group. 
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A look at the reported figures of new security issues in the postwar years 
(table °) serves to show just how important this amount of $5.2 billions could 
be in financing the further growth and expansion of industry. ‘The past 7 years 
show capital additions by American business aggregated more than $150 billions. 
These record-breaking expenditures were accompanied by the sale of equity 
securities averaging annually $700 million in preferred stocks and $900 million 
in common-stock issues. In comparison, the $5.2 billions which might be forth- 
coming from this new group of small investors exceeds the amount of all the 
preferred stock issues in the postwar years. Looking at the $5.2 billions in 
another way, such an amount would have absorbed about all the common-stock 
issues in the past 6 years of unprecedented industrial expansion. 

Recognizing the needs of private business for the large sums of capital funds 
which could come from these thousands of potential moderate-income investors, 
responsible financial leaders have plans to make it possible for such people to 
purchase listed securities by periodic payments. Substantial encouragement to 
publie acceptance of this “installment” buying of stock could come from extend- 
ing some relief from the burden of double taxation of dividends. The greater 
the relief from double taxation, the more effective would the “installment plan” 
be toward the formation of substantial sums of equity money, not to mention 
the very real advantages inherent in the broadening of the ownership of American 
industry which would ensue. As has been pointed out above, the proposal to 
exempt from income tax the initial $200 or $500 of dividends received by the 
taxpayer offers considerably greater aid to the small investor than the alterna- 
tive 10-percent tax credit proposal. Adoption of the former method thus would 
provide an added inducement and increase the chance of success of the install- 
ment-plan sale of stocks. 

Any program for helping make available anything like $5.2 billions for equities 
could be expected to be a major influence in the marketing of such securities. 
The record shows that the bulk of the funds required to finance the postwar 
growth has largely come from internal sources in the day-to-day operations of 
business, most of it in the nature of retained earnings. It seems reasonable 
to expect that if equity money were in greater supply, more of the capital require- 
ments of industry could be expected to come from this source. Thus the need 
to conserve cash for expansion by retention of earnings would be lessened and 
more of industry’s earnings would probably be made available for increasing the 
payments to investors in the form of dividends. 

Table G, attached, shows for the postwar period that the percentage of profits 
paid out as dividends in 1952 was 48.9 percent and had been as low as 35.3 percent 
in 1948. This compares with a 76-percent payout in 1939 just prior to World 
War II. Any increase in dividends paid out to investors would add to the 
dividend income of existing holders of securities and become subject to income 
tax at the taxpayers’ marginal rates. It would not take much of an increase 
in the dividend payout for this additional tax revenue to equal the decrease in 
tax revenues under the $200 or $500 exemption proposal. Calculations indicate 
that if the payouts were increased only 4 percent to 53 percent, the portion of 
these additional dividends payable to individual taxpayers alone would be pro- 
ductive of increases in Federal tax revenues about equivalent to the loss in tax 
revenues by the proposal to exempt $200 in dividends. For about 8 percent in 
dividend payout the additional tax revenues would about offset the effect of the 
$500 dividend exemption. P 

Beyond this, there is the probability that much of any additional payout of 
dividends would be spent for goods and services with a considerable portion 
coming back to the Federal Treasury in the form of taxes. 
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TaBLe A.—Comparitson of reduction in tax revenues from individual taxpayers 
under proposals to allow exemptions for income tag of: (1) Exemption from 
income tax of $500 in dividends received, (2) credit of 10 percent of the amount 
of dividends received against tax liability 
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TABLE B Comparison of reduction in tax revenues from individual taxpayers 
under proposals to allow exemptions for income tag of: (1) Ewemption from 
income tax of $200 in dividends received, (2) credit of 5 percent of the amount 
of dividends received against tax liability 


venues, benefits to 
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Total ‘ ‘ 180, 768, 1 


NotTEe.—Above based on 1949 returns and using present tax rates. 
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TanLe C.—Individual income tag returns for 1949 indicating extent of ownership 


of equity securities 
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TABLE D.—Composite average yield of municipal long-term bonds 


Composite 
average 
yield per- 
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Source: Moody’s Government and Municipals. 


TABLE E.—Comparative yields required from tazable securities to equal-a 
3 percent nontazable yield 
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TABLE F.—Egzpenditures on new plant and equipment and new security issues 


{Millions of dollars) 


| 
| Expendi- | New security issues—gross proceeds—all corporate issues 
tures on nS eel tae 
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and equip- | Bonds Preferred stock Common stock 

ment by 
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States | ’ercent ercent 
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Total 150, 601 50, 291 
Yearly aver- 

age for 7 
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39, 039 


Source: Securities and Exchange Commission (as shown on p. 75«, Federal Reserve Bulletin, July 1953). 
**Markets After Defense Expansion,”’ p. 35, U. 8. Department of Commerce 


Taste G.—Profits, dividends, and retained profits of United States corporations 


[Billions of dollars] 
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Source: U. 8, Department of Commerce, 


Mr. Jenxrns (presiding). The next witness will be Mr. K. L. 
Finkenstaedt, of Rockford, I]. All right, Mr. Finkenstaedt, do you 
have a prepared statement ¢ 

Mr. Frvxenstarpt. Yes, sir; I believe we do, Mr. Chairman. 

Mr. Jenxrns. Yes; I have it here. You may proceed and give 
your name to the reporter and the capacity in which you appear. 


STATEMENT OF K. L. FINKENSTAEDT, ROCKFORD, ILL., APPEARING 
ON BEHALF OF THE NATIONAL MACHINE TOOL BUILDERS’ ASSO- 
CIATION 


Mr. Frnxenstarept. Mr. Chairman and gentlemen of the commit- 
tee, my name is K, L. Finkenstaedt. My address is Rockford, Il. 
Today I am appearing on behalf of the National Machine Tool 
Builders’ Association as a member of the association’s tax policy 
subcommittee to discuss the elimination of double taxation of cor- 
porate earnings which are distributed to stockholders as dividends. 

The unfairness of the double taxation of dividends has been ree- 
ognized in hearings before this committee in past years, and I shall 
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not take time to discuss the inequities in detail. Briefly, however, 
when the same income dollar is taxed twice by the Government, the 
corporation and the individual stockholder have been discriminated 
against in favor of other forms of business organization, such as 
partnerships and individual proprietorships. Business growth is re- 
stricted, equity funds become less available, and the incentive to in- 
vest in corporate ventures disappears. 

When revenue requirements permit, we believe the present double 
taxation of corporate earnings should be eliminated by making the 
role of the corporation that of a withholding agent. Corporate earn- 
ings which are distributed would then be taxed to individuals with 
appropriate credits being allowed for taxes paid by the distributing 
corporations. 

In the case of corporations, the 85-percent credit for dividends re- 
ceived provided for by section 26 (b) of the Internal Revenue Code 
should be raised to 100 percent as soon as practicable. This would 
eliminate double taxation on corporate earnings at the intercorporate 
level. 

In the case of individuals receiving dividends, we recommend that 
double taxation be eliminated by means of a direct credit against 
normal tax and surtax. We realize that it may not be possible at 
the outset to permit a credit for the entire tax paid by a corporation 
on its earnings prior to the distribution of dividends. Accordingly, 
we recommend that for the first year or two stockholders be allowed 
a credit equal to 30 percent of net dividends received and includible 
in income. This would correspond to the 30 percent normal tax 
levied against corporations. 

A permanent solution to the double taxation problem can be ef- 
fected by the substitution of an alternative computation for the tax- 
ation of dividend income to individuals. Under the alternative 
computation individuals would be required to treat as dividend income 
the net dividend received plus a determined percentage of the net 
dividend (perhaps in excess of 100 percent) which would represent 
the normal tax and surtax paid by the corporation allowable to the 
net dividend. The allowable credit against individual normal tax 
and surtax would be the normal tax and surtax paid by the corpora- 
tion which is allocable to the individual’s dividend. 

I should like to illustrate the operation of the association’s rec- 
ommendations by two brief examples. In the case of the credit of 
30 percent of net dividends received, which we are proposing as an 





interim measure, the computation may be shown as follows: 
Cumatete imnome béfobe! taTe8 ls. nk en kw skew elod $200, 000 
Corporate, normal .<AX.. RDG CUPCO Misa fine ecasn ese t~s Seeebdeel 93, 000 
ne 107, 000 
Net dividend to individual stockholder__________--_-______________ 100 
80 percent of net dividend received. 2s tu a 30 
Credit against tax of individual stockholder_______-______--_________ 30 


On the $100 received by an individual stockholder in the 50-percent 
bracket, the Government will collect $20 from him as net tax on the 
dividend ($50 less the $30 credit). If his rate is below 30 percent the 
credit would offset taxes which he would otherwise pay and conceivably 
result in a refund to him. 





- 
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The proposed alternative computation, suggested as a permanent 
solution to the double taxation of dividends problem, is illustrated as 
follows: 


Corporate income before taxes_......--.--..----__----- witssastditasdiladeds Qaeee 

Corporate normal tax and surtax___-----_--------- a eee Sel 938, 000 

a | a mem | 

Net dividend to individual stockholder____-_--___-~-_.- SIMA L A AE $100 
“Factor” representing normal tax and surtax paid by corporation alloca- 

ble to the net dividend ($93,000 divided by $107,000) ___-__- percent__ 86. 916 


“Factor” multiplied by net dividend ($100 multiplied by 86.916 per- 








On ae ease I $86. 92 
pd, Se aes ceiedesioascataaeaneanine eae caeitesanss poche 
Reportable dividend income_.._....--------~- iisittshuibiieiisibitentited aie 

Allowable credit against normal tax and surtax___---------~_- - 86. 92 


On an individual taxpayer, the effect of the alternative computation 
would be to pass on to him the benefit of the tax paid by the corpora- 
tion, but it would also recognize the additional surtax due from indi- 
viduals in higher-tax brackets, For example, an individual with a 
net taxable income of $100,000, all from dividends from the corpora- 
tion shown above, would report $186,916 as net dividend, indicate a 
tax (before credit) of approximately $138,998, and receive an allow- 
able credit of $86,916. His net tax will therefore be $52,082 after the 
credit is applied. 

In the case of taxpayers whose tax rates are below those of the 
corporation, the alternative credit would permit an offset against other 
taxes and perhaps a refund of taxes. 

This alternative computation, it is recognized, would be somewhat 
complicated in some instances, and distributing corporations would 
have to furnish their stockholders with a statement of the determined 
percentage of net dividend to be added to the net dividend. This 
determined percentage of net dividend or “factor” could be added to 
the copy of form 1099 of the Treasury Department Internal Revenue 
Service, which some corporations furnish to stockholders now and 
which could be furnished to all stockholders by the corporations de- 
claring the dividends. In this way a stockholder need only apply the 
factor to his net dividend to determine his dividend income and his 
allowable credit against normal tax and surtax. 

There have been many proposed solutions to the double taxation of 
dividends problem, including H. R. 3686 which would give individuals 
a tax credit of 10 percent of dividends received from domestic cor- 
porations, and H. R. 3099 which proposes that dividends received, up 
to a maximum of 200, be deductible from gross income. These, we be- 
lieve, are only partial solutions. We submit that our solution is 
equitable and reasonable and represents the most complete method of 
eliminating the double taxation which operates against individuals 
and corporations. It would be a true solution, applying equitably to 
all taxpayers regardless of their brackets. 

Mr. Jenkins. Mr. Finkenstaedt, let me ask you a question. On 
page 4, I was not able to follow you. I know you have worked it out 
and it is your judgment that it would be very workable? 
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Mr. Frnxensrarpr. Yes, sir; we believe it would be workable, in the 
sense that you are establishing a gross dividend to the individual and 
then giving him a credit to establish his net. 

Mr. JENKINS. Then he will have to make his own computation ? 

Mr. Finxenstarpr. Yes, he would. 

Mr. Jenkins. But on the other hand, a man with small earnings, 
while he would only have a few shares of stock in 1 or 2 different 
organizations, he would not have to go through this computation; he 
would just have his regular 10-percent computation ? 

se Finkensrarpr. Well, in this case, I think he would go through 

, but I am inclined to think that this would have an added ad- 
wiki ige, as has been brought out this morning in other testimony, and 
that is that everyone who received the dividend would file. 

Mr. Jenxrns. Well, thank you very much. 

Mr. Frnkenstaepr. We appreciate the opportunity to come before 
you. 

Mr. Jenxins. The next witness is Mr. George Terborgh, research 
director, Machinery and Allied Products Institute. 

Mr. Terborgh, we would be glad to hear from you at this time. 


STATEMENT OF GEORGE TERBORGH, RESEARCH DIRECTOR, 
MACHINERY AND ALLIED PRODUCTS INSTITUTE 


Mr. Trersorcu. My name is George Terborgh and I am research 
director of the Machinery and Allied Products Institute of Washing- 
ton and Chicago. 

Mr. Chairman, I have handed in a very short statement as you see, 
but if it is agreeable to you, I would like to insert that in the record 
and I will not take your time to read it. 

Mr. Jenkins. You may insert it in the record and we will be glad 
to have it. 

Mr. Trernorcu. You have no doubt listened to plenty of discussion 
on the merits of giving relief in this situation and I will not labor the 
subject any further. 

1 want to comment briefly on our proposed recommendation. 

There are at least five ways of attacking this problem, and which 
you choose depends partly on how far you want to go with the cor- 
rection. If it were to be total, we think you would have to go to the 
Sa itish system, which was described by the preceding gentleman, as| 
his perm: anent proposal. If you wish to start in a small way, as I be- 
lieve it is admitted everywhere that we must, I think a simpler and, 
nevertheless very satisfactory method is the one now in use in Canada, 
There, as you know, they started with giving a credit of 10 percent of| 
dividends received, and in the current budget that was raised to 20 
percent. We are proposing that we start as the Canadians did with, 
a 10-percent credit on dividends received against personal income tax, 
liability. 

I think that is all I need to say. 

Mr. Jenxrns. I see that your last paragraph deals with 15 percent. 
Where do you get the 15 percent? 

Mr. Tersorcu. I think the 15 percent is mentioned in the final para- 
graph there in which we are discussing another subject—not cor- 
porate dividends. I realize now that that subject is not before you 
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here at this time but I did not realize it at the time this was written, 
and I shall not comment on it. 

Mr. Jenkins. Weare very glad to have your statement and of course 
it will be incorporated in the record. 

(The statement referred to is as follows:) 


THe Douste TAXATION oF DivipENpDs 


(Statement of Machinery and Allied Products Institute, presented by George 
Terbough, research director) 


Mr. Chairman and gentlemen of the committee, in behalf of the Machinery and 
Allied Products Institute, let me express our appreciation of the opportunity to 
discuss briefly the subject now before the committee: the double taxation of 
dividends. 

ECONOMIC EFFECTS 


It is an anomaly of the present tax system that while corporate income dis 
tributed as interest is taxed only once; in the hands of the individual receiving 
the interest, income distributed as dividends is taxed twice, once to the corpora- 
tion and once to the stockholder. This not only gives a tax preference to rela- 
tively safe investment in corporate obligations as contrasted with more hazardous 
investment in equities; it places a premium on corporate financing through bond 
issues rather than stock, thus stimulating the accumulation of debt and fixed 
charges now widely acknowledged to be undesirable. By compounding the tax 
attrition of equity income it results, in the case of high-bracket stockholders, in 
the retention after taxes of only a small fraction of such income. For example, 
with a corporate tax rate of 50 percent, a stockholder whose top-bracket rate 
is 80 percent can retain on an additional equity investment only 10 cents of every 
dollar earned by the corporations concerned. As Professor Slichter and others 
have emphasized, it would be difficult to contrive a system better calculated to 
discourage investment in corporate risk taking. 


DIFFICULTIES IN THE WAY OF SOLUTION 


It is possible to argue that purely artificial entities like corporations should be 
exempt from income taxation, and that their income should be taxed only 
in the hands of the ultimate beneficiaries, the stockholders. Unless stockholders 
are taxed on the undistributed earnings of corporations, however—a policy 
involving prohibitive administrative and practical difficulties—we confront the 
problem of equity as between stockholders and the owners of unincorporated 
enterprises (who are taxed on their entire incomes whether withdrawn from 
the business or not) as well as the problem of tax avoidance through corporate 
rentention. No wholly equitable and satisfactory solution of these problems 
is possible, 


10-PERCENT DIVIDENDS RECEIVED TAX CREDIT 


In its statement to the Committee on Ways and Means of the House of Repre- 
sentatives, considering revisions of the tax code in 1950, and again in a similar 
statement submitted to the Joint Committee on Internal Revenue Taxation in 
1952, the institute recommended as a first step toward the mitigation of double 
taxation, the granting of a tax credit of 10 percent of dividends received. This 
is essentially the Canadian plan. Indeed in the 1953 Canadian budget the credit 
was raised to 20 percent of dividends received. 

We recognize that a complete elimination of double taxation of dividends, even 
if deemed ultimately desirable, is too large a step to take all at once, It is not 
necessary, therefore, to consider what the best method would be for such a com- 
plete elimination. We believe the Canadian plan to be both simple and generally 
satisfactory as a first step in the right direction, and accordingly we renew our 
previous recommendation for a credit against personal income tax of 10 percent 
of dividends received. 


INTERCORPORATE DIVIDENDS 


As a further means of eliminating multiple taxation of dividends, the ma- 
chinery institute recommends that the present credit of 85 percent for intercor- 
porate dividends be increased to 100 percent, The 15 percent penalty is intended 
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presumably as a blanket discouragement to holding companies and to intercor- 
porate equity holding generally. For this purpose it is an undiscriminating, 
blunderbuss device for which no sound argument can be made. If it is deemed 
wise public policy to discourage certain types of intercorporate ownership, this 
policy should be implemented by measures addressed to the particular situations 
it is desired to remedy. 


The Cuatrman. I ask unanimous consent that the following state- 
ments be incorporated in the record of the hearing along with the 
other testimony, and that they be inserted in the record at this point. 

First is a letter and a statement from Mr. Lovell H. Parker, of 
Washington, D. C., who is the chairman of the special tax committee 
of the National Coal Association. 

The next is a statement by Mr. W. F. Stanley, vice president and 
secretary of Southwestern Public Service Co., of Dallas, Tex. 

The third statement is one by Mr. A. F. Tegen, president of General 
Public Utilities Corp. 

The fourth statement is one by the American Gas Association of 
New York City. 

I hear no objection and it is so ordered that the statements listed 
will be included in the record at this point. 

(The matter referred to is as follows:) 


STATEMENT OF LOVELL H. PARKER, CHAIRMAN, SPECIAL Tax COMMITTEE OF THE 
NATIONAL COAL ASSOCIATION, IN Re Topic 17 or GENERAL TAx REVISION HEAR- 
INGS, “TECHNIQUES FOR ALLEVIATING DOUBLE TAXATION OF DIVIDENDS 


Mr. Chairman and members of the committee, my name is Lovell H. Parker, 
of Washington, D.C. Iam chairman of the special tax committee of the National 
Coal Association. The National Coal Association is the trade association of 
the bituminous coal mine operators, and has in its membership the producers 
of approximately two-thirds of the Nation’s commercial tonnage of bituminous 
coal. 

The Federal tax system is now a perfect example of double taxation in the 
ease of corporate dividends. It imposes taxes on the earnings of a corporation 
(normal tax, surtax, and even excess-profits tax), and then imposes the full 
tax (normal and surtax) on the individual when he receives by way of dividends 
the greatly reduced amount of such earnings which the corporation ‘has left 
for distribution after taxes. 

For many years the Federal income-tax law took partial account of this 
situation by exempting from normal tax dividends received from a domestic cor- 
poration by an individual. This exemption no longer exists and, if it did, no 
great correction would result in the double taxation situation because the normal 
rate of tax on individuals is only 3 percent while the surtax paid by all taxable 
individuals ranges from 19.2 to 89 percent. 

Great Britain has for many years credited the individual with the tax paid 
by the corporation. In other words, if an individual receives a dividend check 
in England, such check will show a gross dividend of, say, 100 pounds, less the 
standard rate of tax of 45 percent, paid by the corporation, and a net dividend 
of 55 pounds. Of course, the check is good for only 55 pounds, but the individual 
has a 45-pound tax credit against his tax. This means that the tax has been 
collected at the source from the individual and by the corporation. 

If Great Britain, in its present critical financial situation, can afford to main- 
tain such a system, it would certainly seem that the United States should do 
something to alleviate this double taxation inequity which exists in the Federal 
system. It is gratifying to note that two bills (H. R. 3099 and H. R. 3686) are 
now pending before your committee which recognizes the necessity for doing 
something to correct the present inequitable system. 

Double taxation at today’s high rates very nearly destroys all incentive for 
equity investment through stock ownership, and has forced industry generally 
to turn to a great extent to debt financing. Debt financing, however, is usually 
unavailable where an abnormal amount of risk is concerned. The coal-mining 
industry has a peculiarly bad risk history—according to statistics of income 
published by the Bureau of Internal Revenue, approximately 55 percent of the 
returns of corporations engaged in bituminous coal mining, from the inauguration 
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of the corporate income tax through 1950, showed no net income before Federal 
income taxes. Incentive for equity capital is, therefore, of great importance 
to the coal-mining industry. 

The ideal solution to the problem would be the complete elimination of double 
taxation, by regarding the corporate tax as a tax paid at the source for the 
stockholders. We recognize, however, that the need for revenue is so great at 
the present time that it will undoubtedly force the retention of many inequitable 
provisions in the tax law. Nevertheless, we believe it is time to make a start 
toward the alleviation of double taxation of corporate dividends. 

Therefore, we urge that individuals be allowed a credit against their income 
tax liability of an amount equal to 10 percent of the dividends received by such 
individuals from domestic corporations. 

We believe that this 10 percent tax credit would stimulate new equity invest- 
ment and the resulting increase in industrial activity would eventually more 
than offset the revenue loss entailed. Such a provision would to some extent 
increase the revenue through providing greater pressure by stockholders for 
larger corporate dividend payments. It would encourage participation in indus- 
trial ownership by a larger portion of our people. Last, but not least, it would 
increase the supply of equity capital which is so necessary if our economy is to 
retain its vigor. It is more important from a revenue standpoint to have more 
income to tax than it is to have unfair and high taxes on a lesser amount of 
income. 

If the committee feels that the need for revenue bars relief from double taxa- 
tion through a 10 percent tax credit to the individual for dividends received, we 
wish to suggest for the consideration of the committee the proposition of allow- 
ing the corporation a credit for certain dividends distributed. We believe that 
equity capital could be put more nearly on a par with debt financing through 
the alowance to corporations of a credit based on dividends fixed by the require- 
ments of the stock as issued, and actually paid. The amount of the credit should 
be the equivalent of the going rate of interest on borrowed capital. Such a 
credit would increase the availability of equity capital and would partially 
eliminate the necessity for section 102 of the code. 

Under section 26 (b) of the code, intercorporate dividends are included in 
gross and net income of the recipient, subject to a credit of 85 percent but limited 
to 85 percent of the adjusted net income. Instead of “double taxation,” this 
constitutes “triple taxation.” The income is taxed in the hands of the earning 
corporation, again (to the extent of 15 percent) in the hands of the recipient 
corporation, and once more in the hands of the stockholder of the recipient 
corporation. We believe that intercompany dividends should not be taxed, and 
that especially is this so with respect to dividends received from a controlled 
subsidiary. Since there appears to be an overlapping of topics on this point, we 
expect to expand on our views with respect to intercompany dividends when the 
committee considers topic 26. 


STATEMENT OF W. F. STANLEY, VICE PRESIDENT AND SECRETARY OF SOUTHWESTERN 
PusLic Service Co., DALLAS, TEX. 


To the Ways and Means Committee of the House of Representatives: 

Inasmuch as the writer regrets that he finds it impossible to appear personally 
before your committee with respect to a matter affecting topic 17 (double taxa- 
tion of dividends), the following statement is respectfully submitted to your 
committee for its consideration : 

At the time of the hearings before your committee in February 1951, the writer 
appeared before your committee as a witness and advocated that relief be given 
to the public utility industry by making dividends on all preferred stocks of 
public utilities fully deductible for surtax purposes, or, in the alternative, by 
granting such relief at least to the extent of allowing the same deductibility to 
dividends on preferred stocks issued by public utilities after October 1, 1942, 
as was then (and is presently) allowed with respect to dividends on preferred 
stocks of utilities issued prior to October 1, 1942 (including dividends on preferred 
stock issued to refund such latter preferred stock). 

It is respectfully submitted that the need of the utility industry for such relief 
is greater at this time than when the writer appeared before your committee 
more than 2 years ago. 

You gentlemen are, of course, aware of the unusually severe increase in interest 
rates generally during the past 6 months. This has been particularly true in the 
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ease of long-term bonds of public utilities. The average interest rate on public- 
utility bonds of electric utilities sold in January 1953 was 3.18 percent, and in 
June 1953 such average had increased to 3.95 percent. The average for pre- 
ferred stock of public utilities issued in January 1953 was a dividend rate of 
4.34 percent, while the new issues of electric utility preferred stock in June 1953, 
were an average dividend rate of 5 percent. So in less than 6 months time, the 
cost of long-term bond money to the public-utility industry has increased 0.77 
percent per annum, or an increase of 25 percent over the rate effective in January. 
With respect to preferred stock, the increase was 0.66 percent, or 15 percent more 
than the dividend rate in January. 

While temporarily, the cost of bond and preferred stock money for public 
utilities seems to have leveled off somewhat, there is n» assurance that, under the 
pressure of increasing demand for long-term public utility funds, the rates may 
now show a further increase. In this connection it is generally estimated that 
public utilities will spend some $3,300 million in expansion in 1953. Of this 
amount between 70 and 75 percent must be raised by sale of securities to the 
public (the balance to be provided by internal cash), so that total public offerings 
for the year could well reach $2% billion (including bonds, debentures, preferred 
stock, and common stock) by far the greatest amount of such funds ever needed 
from the public in any year to date. Furthermore, it appears that nearly half 
this year’s quota of public financing still remains to be accomplished and that 
demands at an almost equal rate may be expected in 1954 and 1955. What the 
effect of these huge future demands for funds may have on the markets for long- 
term bonds and preferred stocks of utilities, only time will disclose, but it seems 
reasonable to expect that the cost of money will tend to increase, or, at best, 
remain stationary at around the greatly increased levels now prevailing. 

it is generally recognized that the public utility industry, because of its very 
high relation of capital to business transacted (about $4.50 of investment for each 
$1 of gross annual revenues), is most severely affected by changes in costs of 
long-term money, and accordingly most in need of relief, when confronted by 
rapidly-rising money rates. 

Such higher rates may well, in the long run, exercise a salutary effect upon 
the national economy as tending toward a stable dollar, but regardless of these 
overall consequences, and whether we may applaud or deplore the principle of 
higher interest rates, the fact remains that the public utility industry is the prin- 
cipal sufferer under these conditions. Nor can the industry (without lengthy 
and doubtful rate proceedings) recoup the additional interest and dividend costs 
arising from these higher money rates related to the new financing constantly 
needed to provide for the continuous and unprecedented rate of expansion of 
facilities necessary to meet the ever-increasing demands in connection with our 
continued defense effort. 

Under these circumstances, the industry may obtain a measure of relief 
by reducing the net costs of money through issuing debt securities instead of 
preferred stock. The obvious advantage here is that such debt securities will 
carry interest which is deductible from income taxes, where preferred stock 
dividends on stock issued for new capital for expansion is not deductible for 
such purpose. 

Assuming a present 4 percent rate on AA rated bonds, the net rate after 
a 52-percent tax is only 1.92 percent which compares with a preferred dividend 
rate in the present market for the same company of about 5 percent, a differen 
tial of over 3 percent. Stated another way, the net cost of the money, in the 
form of debt securities, is less than 40 percent as much as if preferred stock were 
sold, or, conversely, the cost of preferred stock money is more than 160 percent 
higher than the cost of issuing debt securities, taking income taxes into account. 

It is the desire of practically all public utility managements to limit indebted- 
ness to conservative levels, and the industry, as a whole, has been successful in 
so doing. But the conditions indicated above constitute a strong temptation to 
utility management to raise these debt limits, at least temporarily, and take 
advantage of the substantial differential in money costs due to the different tax 
treatment of bond interest and preferred stock dividends. Six months ago a 
public utility company now having a 4 percent financing rate could probably have 
sold its bonds at least as low as 3.25 percent which, after taxes, would mean a 
net rate of 1.56 percent, while preferred stock of the same company might then 
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have been sold on a 4% percent per annum basis, making the differential about 
2.70 percent. It will be observed that the increase in interest and preferred 
dividends has thus tended to increase the differential in cost between preferred 
stock dividends and interest on the debt securities. 

It is accordingly, respectfully submitted that in fairness to the high capital 
public utility industry and to aid in preserving the sound debt structure of these 
companies presently existing, it is in the public interest that section 26 (h) be 
amended by eliminating the present restrictive date of October 1, 1942, from this 
section, so that dividends on all preferred stocks issued by public utilities in 
the past or future would be deductible to the extent of 27 percent thereof (the 
percentage now fixed by the statute). While the principal purpose of such 
amendment in relation to present financial conditions and utility expansion would 
be to give the public utilities the benefit of such deductibility as to future issues, 
it is proposed that the amendment should also apply to all preferred stock issued 
for new money from October 1, 1942, to date, first, for simplicity, and second, 
because from an equitable standpoint there would seem to be no valid reason why 
this latter preferred stock should not have the benefit of the deduction to the 
same extent as preferred stock issued prior to October 1, 1942. 

Practically all public utilities are regulated as to security issues by a public 
agency (State or Federal), so reliance on such agencies may safely be placed 
to prevent any manipuiation to take advantage of the deductibility of preferred 
dividends as proposed. If desired, the section could be further amended to 
provide that the deduction shall not apply to preferred stock of public utilities 
issued as stock dividends or in consideration of, or in exchange for, shares of 
stock of any class or series junior to such preferred stock, as to either dividends 
or assets. This would prevent the possibility of any corporation seeking to take 
advantage of the amendment by exchanging common stock for preferred, ete. 
However, the wide regulation of the industry, to say nothing of the generally 
recognized high standard of management therein, would seem to make such 
precautionary provisions superfluous. 

In 1942 total amount of preferred dividends paid by electric and gas utilities 
was about $128 million. However, most of this stock was refunded in 1945 and 
1946 at substantially lower dividend rates, probably 30 percent lower, on the 
average. On this basis, dividends presently subject to the deduction permitted 
by section 26 (h) would now amount to around $90 million annually. The de- 
duction presently applies to 27 percent of such amount, or approximately $25 
million per annum, Dividends on preferred stock of utilities issued for new 
money since October 1, 1942, might be estimated at around $45 million per 
annum. 

Under the proposed amendment, it is this $45 million of annual dividends 
which would become deductible to the extent of 27 percent, or about $12.1 
million. At 52 percent the tax on this amount would be about $6.3 million an 
nually. It is proposed that the amendment apply, not only to outstanding pre 
ferred stocks, but also to future issues thereof by utilities. Of course the appli- 
cability in future issues could be eliminated by congressional action at any time 
if loss of revenue should (despite all present indications to the contrary) prove 
considerable, or for any other reason. Since future issues are included, the 
ultimate amount of preferred stock dividends affected cannot, of course, be ac- 
curately estimated, but if it were assumed the amendment applied only to pre- 
ferred-stock issues during the next 2% years, it is, through December 31, 1955, 
which date the DPA has fixed as representing the end of the initial expansion 
goal of the electric utility industry for defense, additional issues of preferred 
stock aggregating $750 million might be expected within this period (assuming 
a continuation of approximately present levels of expansion). With a 5 percent 
dividend rate, total dividends on this additional stock would approximate $37.5 
million, Twenty-seven percent of this amount would be about $10.1 million 
and the 52-percent tax rate applied thereto would approximate $5.3 million. 
If this amount were added to the $6.3 million of taxes with respect to the utility 
preferred stocks estimated to have been issued for new money purposes since 
October 1, 1942, the amendment might, for the year 1956, be estimated to affect 
tax collections from this source to the extent of a maximum of $12 million 
yearly. 
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But this would not mean $12 million of taxes would be lost to the Treasury 
annually. Far from it. For, as shown below, it can be reasonably assumed 
that by far the greater part of these taxes (if not, in fact, an even greater 
amount) should be recovered by the Treasury, in the following ways: 


1. By increased collections of personal-income tares, due to higher dividends on 
utility common stocks 

Public utilities have been paying out in common-stock dividends on the aver- 
age somewhere between 70 and 75 percent of available earnings after all charges. 
There is every reason to believe that at least 70 percent of additional earnings 
arising from the reductions in taxes due to the proposed amendment, would 
be so distributed, i. e., 70 percent of $12 million equals about $8.4 million of in- 
creased dividends. Assuming an average personal income-tax rate of 44 per- 
cent applicable to the recipients (at their highest brackets) with respect to 
these increased dividends, this would amount to about $3.7 million of new taxes 
from this source. 

2. By increased capital-gain tares on realized market appreciation arising from 
the increased earnings and dividends 

It is generally recognized that public-utility common stocks customarily sell 
in the markets in direct relation with the amount of dividends paid thereon. 
Accordingly, payment of an additional $8.4 million of dividends on common 
stocks of utilities should increase the market price of these stocks by about 
18 times the amount of the increased dividends (reflecting a yield basis of 5.55 
percent). Such market appreciation would aggregate about $152 million. 

It is also generally recognized that the average annual turnover (i. e., sale) 
of common stocks on the New York Steck Exchange is somewhere in the neigh- 
borhood of 12% percent and that the turnover of stocks on the unlisted markets 
and other stock exchanges should approximate this percentage. In other words, 
about 1 share out of every 8 shares held by the investing public is sold during 
each year. On this basis, a capital gain would be realized each year to the 
extent of about one-eighth of the total increase in market prices resulting from 
the deductibility of the preferred-stock dividends as proposed in the amendment 
(and the consequent increase in earnings and dividends due thereto). This 
realized capital gain would amount to about $19 million annually (one-eighth 
of $152 million) on which the capital-gain tax to the recipients of the additional 
profits might be assumed at 20 percent, or $3.8 million of taxes. 

It will be observed that, at this point, the Treasury would have recovered 
$7.5 million of the maximum anticipated gross tax loss of $12 million mentioned 
above. 


8. By increased business resulting from expenditure of a portion of the net 
realized capital gain referred to in 2 above 

It is reasonable to assume that the recipients of the $19 million of additonal 
realized capital gains resulting from the additional earnings and dividends flow- 
ing from the tax reduction under the proposed amendment, would be likely, 
because of such additional profits, to expend in the purchase of commodities a 
substantial part of the amount left remaining after paying the capital-gains tax 
on this profit. Such remaining balance of realized profit would be around $16.2 
million. It shonld be observed that, in addition, by reason of the higher divi- 
dends paid, utility stocks would also reflect an aggregate unrealized gain of 
$133 million, which, while not available in cash for expenditure, would, psycho- 
logically, affect favorably the willingness of the recipients of the profit to spend 
the realized portion of their market appreciation. 

Assuming about one-half of such realized profit (after capital-gain taxes), or 
about $8 million, were expended in the purchase of commodities (which would 
not otherwise have been purchased) business would be increased to that extent, 
resulting in increased income taxes collectible from labor, management, corpo- 
rate taxpayers, and the investing public (including excise taxes on many items). 
Assuming the average of all such increased taxes might be taken as 40 percent 
of the expenditure, this should result in increased collections by the Treasury 
of around $3.2 million. . 

This would bring total collections under 1, 2, and 3 to about $10.7 million. 

In addition, there would be at least a 5-percent return on the investment of 
the unexpended portion of the net realized capital gains ($8.2 million), or $0.4 
million, which, taxed at 44 percent (the average rate assumed as applicable to 
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dividends), would create nearly $0.2 million more receipts for the Treasury, 
bringing the total recoveries at this point, to about $10.9 million. 


4. By increased tawes on corporate earnings due to investment of undistributed 
additonal earnings arising from the reduction in tares 


Such undistributed earnings amount to $3.6 million, and to obtain a 6-percent 
return thereon after income taxes, would require taxable income of $0.45 million 
with another $0.2 plus million of additional income taxes for the Treasury. 

Granted that the foregoing items necessarily contain many assumptions, most 
of which are unprovable as specific figures, nevertheless it is most seriously and 
respectfully submitted that such recoveries in taxes by the Treasury are well 
within the realm of reasonable expectation and that there is every indication 
that at least the greater part of the reduction in taxes arising by reason of the 
proposed amendment would be recovered in the ways above described. 

It is proposed that corporate holders of the utility preferred stocks issued 
since October 1, 1942, continue to be entitled to the full dividend credit with 
respect to 85 percent of all such dividends. In other words, it is not proposed 
that such dividend credit should be denied the corporate holder to the extent 
of the portion of the dividend which is deductible by the utility (as now pro- 
vied with respect to dividends on preferred stocks of utilities issued prior to 
October 1, 1952, or issued to refund such stock). Therefore no loss through 
increased taxes would occur to corporate holders by reason of the amendment. 
Indeed, recovery from that source of any part of the taxes reduced by the 
proposed amendment would seem neither equitable nor necessary and, in addi- 
tion, might adversely affect the salability of the utility preferred stocks in the 
future, as well as the market levels for presently outstanding preferred shares 
issued since October 1, 1942. Nor is such recovery needed by the Treasury in 
view of the clear indication that items 1 through 4 above should, alone, reim- 
burse the Treasury for substantially all of the gross toss in tax revenue because 
of the proposed amendment. 

It is, therefore, most respectfully submitted, that the proposed amendment 
would accomplish the following benefits: 

1. It would remove the present temptation for the issuance of excessive 
amounts of debt securities by public utilities (instead of preferred stocks there- 
of), thus helping to preserve the present sound capital structures enjoyed by 
most utilities. It should here be noted that if, because of the present substantial 
differential in cost of money, a utility issued debt securities instead of preferred 
stock, the Treasury would lose gross tax revenues to the extent of 52 percent of 
the excess of the interest rate on the debt securities over 27 percent of the 
dividend rate on the preferred stock. Assuming a 4 percent interest rate the 
Treasury would lose on each $1,000 of debt the sum of $20.80 in corporate taxes 
if debt securities were issued instead of preferred, as compared with a gross 
initial loss of only $7.02 (52 percent of 27 percent of 5 percent of $1,000) if in- 
stead of such debt, $1,000 of preferred stock were issued with a 5 percent divi- 
dend rate thereon, deductible to the extent of 27 percent thereof, as proposed in 
the amendment herewith submitted. This is of course a comparison of gross 
tax loss and takes no account of recoveries by the Treasury in the ways above 
outlined. 

2. It would relieve the public-utility industry, to a small degree at least, of 
the impact of substantially higher money rates, and, by reason of such modest re- 
lief, eliminate necessity for many rate-increase proceedings which might other- 
wise be necessary. 

3. It would, through increase in earnings and dividends on common stocks, and, 
consequently, in market values, considerably enhance the aggregate market value 
of utility common stocks, to the benefit of the investing public generally. This 
would facilitate the success of equity financing of the utilities which it now 
seems must continue on an unprecedentedly high scale for several years to come 
and which is essential to sound expansion of the industry to meet the defense 
effort. 

It is submitted these benefits can be obtained with a negligible loss to the 
Treasury, if any. Maximum gross loss should be limited to a maximum $12 
million with indicated recoveries around $11 million; presently the annual gross 
loss in taxes should be only around $6.3 million, with recoveries in proportion. 
Viewed either on the basis of the presently outstanding utility preferred stock, or 
reflecting additional issues thereof for a period into the future, any reasonable 
expected net loss in tax collections appears negligible when compared with the 
benefits resulting from the proposed amendment. 
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The differential in net cost of money after taxes in favor of debt securities as 
against preferred stock would still be considerable, even with the adoption of the 
amendment herewith proposed. However, this differential (at about present 
market levels) would be reduced from an excess net cost for preferred money of 
over 3 percent per annum to something near 2.25 percent per annum. Even this 
relatively modest relief should be sufficient, in most cases, to induce utility man- 
agement to adhere to their customary form of financing, including a proper pro- 
portion of preferred stock, rather than risk getting capital structures out of line 
by issuance of an excessive amount of debt securities. 

In conclusion, I quote from an article by former SEC Commissioner McEntire 
(published June 1953 in public utility survey section of the Investment Dealers 
Digest at p. 94) as follows: 

“Our lawmakers should recognize that in the utility field practically all se- 
curities are in the nature of permanent capital. The present tax laws create too 
great a pressure on utility management and on rate authorities to issue too much 
debt and thereby to create excessive leverage in the capital structure.” 

In final summary it is submitted the proposed amendment would lend valuable 
help to the public-utility industry at a time when such help is vitally needed; 
would benefit the owners of common-stock-utility equities, thus making easier the 
utility-equity financing which will be necessary in the future; would result 
in no loss to the present corporate holders of preferred stocks issued since Octo- 
ber 1, 1942; and, finally, would be without loss (or, at most, a negligible loss) 
in tax receipts to the United States Treasury; to say nothing of the expansion in 
business which would accompany the benefits already mentioned. 


GENERAL PusBLIC UTILities Corp. RECOMMENDATIONS FOR IMPROVEMENTS IN THE 
FEDERAL INTERNAL REVENUES LAWS 


Statement submitted to the Committee on Ways and Means of the House of 
Representatives by A. F. Tegen, president of General Public Utilities Corp. 


SUMMARY OF RECOM MENDATIONS 


1. Modification of existing double taxation of corporate earnings.—In order 
to mitigate the unfairness of the present system of taxing corporate earnings 
both to the corporation and, on distribution as dividends, to the stockholders, we 
recommend that in computing net income corporations be allowed a deduction 
of 20 percent of the dividends paid, and that individual stockholders be allowed 
a credit against tax to the extent of 20 percent of the dividends they receive. 
Under our proposal, there would be added to the income of individual stock- 
holders amounts equal to the credit against tax thus allowed. 

2. Deduction of intercorporate dividends from gross income and removal of 
penalty on filing consolidated returns.—Intercorporate dividends should be ex- 
cluded completely from taxable income, except to the extent that a deduction for 
such dividends paid may be granted to the payor corporation ; and the 2 percent 
surtax penalty on filing consolidated returns should be repealed. 

3. Amortization of discount and expense incurred by public utility companies 
in issuing stock.—Discount and expense incurred by public utility companies in 
issuing stock should be allowed as a deduction, amortized over a period of 30 
vears. 

4. Credit for taxes paid to a foreign government.—Taxes imposed by foreign 
governments on the conversion of foreign currency into dollars or on the with- 
drawal of interest or dividends from the foreign country should be credited 
against United States income tax. 

5. Eaclusion from employees’ income of premiums paid by employers on life 
insurance policies and payments made under employee health and nonoccupa- 
tional disability plans.—Premiums paid by employers on life insurance policies, 
whether group or ordinary life and whether with or without surrender or cash 
value, should be excluded from the gross income of employees if such premium 
payments satisfy the nondiscrimination requirements governing the qualifica- 
tion of pension plans. Payments made by employers under nonoccupational 
health and disability plans should be excluded from income of employees. 

6. Modification of the excess-profits taw so as to make it inapplicable to regu 
lated public utility companies.—The excess-profits tax should be made inappli- 
cable to public utility companies whose rates are subject to regulation. 
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Statutory amendments proposed 


Recommendations IRC sections 


1. Modification of existing double taxation of cor- 
porate earnings. 


(a) Dividends paid deduction___..~-~- ielebin 23. 

(b) Credit against tax on account of divi- 25 (b) (1). 
dends received. 

(¢c) Inclusion in income of tax credit on ac- 25 (b) (1). 


count of dividends received. 

(ad) Adjustment of intercorporate dividends 26 (b) (1), 26 (b) (2), 
received credit and repeal of dividends 26 (h). 
paid and dividends received credits with 
respect to public utility preferred stocks. 

2. Intercorporate dividends and consolidated re- 
turns: 

(a) Deduction of intercorporate dividends 23, 26 (b) (1), 26 (b) 
from gross income, (2). 

(b) Elimination of 2 percent surtax penalty 141 (c). 
on filing of consolidated returns, 


3. Amortization of discount and expense incurred by 23. 
public utility operating companies in issuing 
stock. 
4. Credit for taxes paid to a foreign government_... 131. 
5. Exclusion from employees’ income of premiums 22 (b) (5). 


paid by employers on life-insurance policies and 
payments made under employee health and non- 
occupational disability plans. 

3. Modification of the excess-profits tax soas to make 4380 et seq. 
it inapplicable to regulated public utility com- 
panies. 


_— 


DISCUSSION OF RECOMMENDATIONS 


1. Modification of eristing double taxation of corporate earnings—Code sections 
23,25 (0), 26 (b) (1), 26 (b) (2), and 26 (h) 

In the discussions of tax policy since the end of World War II there has been 
constantly increasing advocacy, by businessmen and investors, as well as by 
students of taxation, for a revision in the present method of taxing corporate 
profits to the corporation and ultimately to the stockholder." Both the unfairness 
as between taxpayers and the overall economic objections resulting from the 
present system of taxing corporate profits have been set forth at length in the 
voluminous literature discussing the problem. The major considerations behind 
this movement for revision are: 

(a) The existing structure involves double taxation of the same income. 
Whereas net income is taxed but once under the pattern of our tax system gen- 
erally, the net income of corporations is taxed twice, first to the corporation and 
a second time to the stockholders as dividends are distributed to them. 

(b) The present tax pattern discriminates unfairly against the corporate form 
of business enterprise. While individual proprietorships, partnerships, and 
trusts pay but a single tax on their net incomes, corporations and their stock- 
holders are singled out to bear a double tax load. 

(c) The existing double tax system imperils the vital market for new securities. 
Both the ability and willingness of individual investors to put up risk capital are 
decreased. The magnitude of the double tax burden materially curtails the net 
return to the investor in equity securities and therefore the amount he has avail- 
able for reinvestment. This has a seriously deterring effect on the market for 
capital funds to expand existing enterprises, which for the next several years 
must be at very high levels, and to finance new businesses. By relieving corporate 
income of the burden of double taxation, a large volume of mobile funds would 
become available to stockholders for investment in securities, which would 
furnish industry with vital capital funds required. 





1See A Postwar Federal Tax Plan for High Employment, Committee for Economic 
Development (1944) ; A Tax Program for a Solvent America, Committee on Postwar Tax 
Policy (1945) ; The Postwar Corporation Tax Structure, Treasury Department, Division 
of Tax Research (1946) ; Revenue Revision of 1948, Report of the Special Tax Study Com 
mittee to the House Ways and Means Committee (1947) ; Report, Committee on the Federal 
Corporate Net Income Tax, National Tax Association, 1950 Proceedings of the National 
Tax Association, 54 et seq. 
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(d) The effect of the current tax pattern is to exert great pressure in favor 
of debt financing, in view of the deduction allowable for interest, without a 
comparable deduction for dividends. Whether equity or debt financing is to be 
used should be determined by basic economic and securities market considerations, 
and corporate management's judgment should not be distorted by tax considera- 
tions. Moreover, extensive debt financing would result in a financial structure 
for American industry that is not only less pliable, but more important, is much 
more sensitive to economic strains than a structure with more equity financing. 
The imposition of heavy fixed charges on American industry may threaten the 
financial stability and flexibility of our economy, which are matters of inter- 
national concern because of the interdependence of the economies of the demo- 
cratie nations. Accordingly, a policy which would weaken the financial structure 
of American industry has an element of jeopardy to our national security. 

(e) The existing full individual tax on dividends has an impact on manage- 
ment’s determination to distribute profits. The pressure of the tax burden on 
the stockholder frequently operates to discourage the distribution of available 
profits and to encourage reinvestment of corporate profits by management. To 
the extent that this is so, the availability of funds for new investment is deter- 
mined not by the test of free capital markets—i. e., the appeal to the individual 
investor of new applicants for funds—but by the judgment of corporate manage- 
ment. However wise or sober may be the judgment of corporate management 
in this respect, it curtails the freedom of individual stockholder decision in the 
utilization of funds in the capital market. Moreover, this policy hinders expan- 
sion in industries such as the public-utility industry, in which much larger 
amounts of capital are required for expansion than are needed in most indus- 
tries—three or more times as much per dollar of revenue to be derived as in 
most manufacturing industries. Because it is impossible for public utilities to 
raise the funds required for such expansion internally, resort to the securities 
markets is necessary. In order to sell securities on an advantageous basis, such 
corporations must themselves pay out a large proportion of their earnings as 
dividends and, in addition, are in part dependent on a liberal dividend policy of 
corporations generally, else investors will not have available funds for the 
purchase of such securities, 

(f) There is also the widely held belief that the corporate tax imposes a 
downward pressure on wages and an upward pressure on prices, and that if the 
tax were eliminated or reduced some of the tax saving might be passed on to 
employees in the form of increased wages and to consumers in the form of 
lower prices. 

Because of the above considerations a mounting opposition has developed in this 
country to the double tax on corporate profits, and various plans and suggestions 
for eliminating the inequities and obstructive economic effects of the present tax 
technique have been put forward. In the broadest terms, the suggestions are 
addressed either to relieving the corporation or the stockholder of all or part of 
the tax. The proposals at the corporate level—by allowing a credit or deduction 
for dividends paid—go a considerable distance in meeting many of the objections 
to the present tax pattern. However, relief at the corporate level fails to meet 
the objection that the ability and willingness of individual investors to invest 
risk capital is curtailed by the present tax pattern. 

We believe that a combination of the two approaches would save what is best 
in each, and would achieve the most satisfactory results in the long run— 
Mindful of the revenue requirements of the Federal Government, we believe that, 
at least in the first instance, the amounts to be deducted by the corporation and 
credited to the stockholder should be modest. Our recommendations for a start 
in the direction of dealing with this major Federal income tax problem are as 
follows: 

(a) Deduction at the corporate level.—A deduction in computing net in- 
come should be allowed corporations for 20 percent of the dividends paid. 

(b) Credit at the stockholder level.—Individual stockholders should be 
allowed a credit against tag to the extent of 20 percent of the dividends 
received. 

(c) Addition to individual income on account of taxes paid by corpora- 
tion.—The withholding tax principle that taxes withheld at the source and 
credited to the taxpayer should be included in taxable income should be 
applied. Therefore, there should be added to the stockholder’s income the 
amount of the tax credit he is allowed, on the theory that he is being allowed 
a credit for taxes withheld and paid on his behalf by the corporation. 
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The results of the proposal under discussion may be illustrated by assuming a 
corporation which has $100 of net income, before Federal income tax, and pays 
out $40 in dividends to a stockholder in the 40-percent-income bracket.’ 


TABLE 1—Tazg effects of 20-percent dividends paid deduction and 20-percent 
dividends received credit 


A, CORPORATION 
20-percent 
deduction for 
dividends paid 





Corporate net income___---~-- ee ee ee a ecicindcmaain $100. 00 

Dividends paid____-_-~- siesta centile sai ithe hess pd ate reps roan sega 40. 00 

Deduction for dividends paid (20 percent x $40) -------------------___ 8. 00 
, 

Tene tet ineeiitc |... cs eens oni Mil danesiciceedinee 92. 00 

Corporate income tax (52 percent <X $02) .......~........-.....--.... 47.8% 

BOSCO SF CON IO ivo sees d geri tdticnetndelinnneeneuls ia 12. 16 





B. STOCKHOLDER 
20-percent credit 
against tag for 





Stockholder’s dividend income: dividends received 
(a) Dividends received______---_---~- 5s ci thn A ig $40. 00 

(6b) Credit to stockholder for tax paid by corporation____--__-._-_ 8. 00 
Total taxable income___-_--~- cssiekewe gated es Siti Aches iat cndccablbamabsciapiie 48. 00 
Stockholder’s tax before credit (40-percent bracket) ~...____ dh cecienciicalelaadie 19, 20 
Less credit to stockholder against tax__--.----..._.-_-_--- slocis cecibschaaicaliias 8. 00 
RON TE  sanccecisc nls arinbapiescan epnccesan alias asedistiig conc ca = 11. 20 
Retained by stockholder______-_-_-__-__ assist tcleiaed iota ate cadet acai 28. 80 
Total tax on corporation and stockholder____-..--------_______ 59. 04 

Total retained by corporation and stockholder__.........._.._.. 40.96 


A comparison of these results with the present law indicates the following: 


TABLE 2 


Present law | Proposed 20 





(excluding | percent de 
excess-profits | duction and 
tax) | credit 
Corporate net income aad ‘ pou ; a $100. 00 | $100. 00 
Dividends paid en ee ; : 40. 00 | 40. 00 
Corporate tax a * 52. 00 | 47. 84 
Retained by corporation ‘ , ‘ 8.00 | 12. 16 
Stockholder’s tax ; 16. 00 | 11, 20 
Retained by stockholder 24. 00 | 28. 80 
Total tax on corporation and stockholder 68. 00 59. O4 
Total retained by corporation and stockholder 32. 00 | 40. 96 


— 


2 Although the existing corporate income tax rate on $100 (a figure being used for sim- 
plicity’s sake) of net income would, of course, not equal 52 percent, we are here dealing 
principally with corporations whose net incomes substantially exceed $25,000, so that we 
have assumed a 52-percent rate. We have also excluded the excess-profits tax in making 
our calculations. 
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The proposed program has varying impacts depending upon the tax bracket 
of the individual stockholder. It will be observed that under our program 
the benefit of the tax allowance at the stockholder level, being a credit against 
tax instead of a deduction from income, operates uniformly so as to give the 
same benefit to all stockholders irrespective of tax bracket. In addition, by 
adding the amount of the credit back to the stockholder’s income, stockholders 
pay tax at their respective tax brackets on this tax deemed to have been withheld 
at the corporate source. In this way our proposal conforms to the existing 
progressive income tax schedule. The results, in varying income tax brackets 
as applied to $100 in corporate earnings, with $40 paid out as dividends, are 
shown in table 3, page 7. 

As table 3 shows, stockholders in the lower income tax brackets obtain con- 
siderably greater advantages from the proposal than stockholders in the higher 
brackets. Thus, the following table, assuming $40 paid out as dividends, shows 
the amounts and percentages of dividends retained by stockholders in varying 
income tax brackets under our proposal as compared with the present law: 


TABLE 4 


Dividends retained aft- 
er individual taxes 
under proposed pro- 


| Dividends retained aft- 
er individual taxes 
under present law 


Individual stockholder tax bracket gram 
| 

Amount Percent Amount Percent 
22 percent.......... . 4 $31. 20 | 78 $37. 44 93. 6 
30 percent eatenents 28.00 | 70 33. 60 84 
40 percent__-- J ‘ ‘ ° 24.00 | 60 28. 80 72 
50 percent..--. e —_ : 20. 00 50 24. 00 60 
60 percent__....--.--. ne ; 16.00 | 10 19. 20 4s 
7 percent........-...-. bovida 3 asc} 12. 00 30 | 14. 40 | 36 
80 percent......-.- ‘. 8. 00 20 | 9. 60 24 
90 percent............-- Seine eendedmansniatinitaiadindin , 4.00 10 4.80 | 12 


The corporate tax results do not, of course, vary with the stockholder’s 
income-tax bracket, but the consequences to the corporation will vary with 
the percentage of earnings paid out in dividends. Up to now we have assumed 
a $40-dividend payment out of $100 of net income before taxes. Under the 
present tax law, this is a very high dividend percentage payment, since on 
$100 of earnings the corporation would have net, after taxes at 52 percent, 
only $48, so that a $40 dividend would amount to a pay out to stockholders of 
8314 percent of earnings after taxes. The following table shows the effect on 
the corporate taxes (exclusive of excess-profits taxes) of varying levels of 
dividend payments, assuming net income before Federal income tax of $100 
($48 being the maximum dividend pay out possibly under existing law) : 


TABLE 5 


Proposed 20-per- 
cent deduction 
for dividends 
| paid 


Present law 


Dividends paid 


Amount Amount | Amount | Amount 
of tax retained | oftax | retained 
j 1 





| 
Ji Ae, Bie es $52 0} $47.00 $5. 00 
beri denis p shay eeenbadare> 52 $8 47.84 | 12. 16 
Smeiiodeel 52 | 18 48. 88 | 21.12 
. 52 28 49.92 | 30. 08 
52 | 38 50. 96 | 39.04 
satin déetinee tide 52 48 52.00 | 48. 00 





It is thus evident that the proposed 20 percent dividend deduction at the 
corporate level would constitute a stimulus to dividend payments, without at 
the same time putting undue tax pressure on Management to declare out funds 
required in the business. 


87746—53—+t. 1- 36 
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There are some other features of the proposal which should be noted in order 
to round out the program being suggested. Under the above proposal, the 
payor corporation will have received a deduction for 20 percent of the dividends 
paid. As is indicated below, we know of no justification for the provision of 
the existing law taxing intercorporate dividends received from domestic cor- 
porations to the extent, roughly speaking, of 15 percent of the dividends re- 
ceived. Nevertheless, the deduction of 20 percent of the dividends paid by 
the payor corporation gives some warrant for taxing the corporation receiving 
the dividend on such 20 percent but not on the remaining 80 percent of the 
dividends. Accordingly, we propose that intercorporate dividends be taken into 
account as subject to taxation only to the extent of 20 percent of such dividends. 
But if the broad proposals now under discussion should not be adopted, we 
recommend the elimination of all tax on such intercorporate dividends (other 
than dividends on preferred stocks of public utility companies, discussed below), 
under the existing tax structure. 

Dividends paid on preferred stocks of public utility companies issued prior to 
October 1, 1942 (or in certain cases thereafter issued in replacement of other 
securities) are now subject to a partial dividend paid credit (27 percent; see sec. 
26 (h) I. R. C.); and in turn, the dividends received credit of corporations is 
restricted with respect to such dividends (sec. 26 (b) (2), I. R. C.). Congress 
has to this extent recognized the need for allowing a deduction with respect to 
dividends paid by public utility companies, a provision which should, of course, be 
retained unless the broader type of relief from double taxation of corporate 
earnings here recommended, is adopted. However, if our proposal is adopted, 
it is believed that the need for the special allowance in respect of dividends 
paid on preferred stocks of public utility companies would no longer be neces- 
sary, and the existing restrictions on the dividends received credit in section 26 
(b) (2) should be eliminated. 

Accordingly, to carry out this program, we recommend that— 

(a) Dividends paid deduction.—Section 23 of the code be amended by 
adding a new subsection thereto providing a deduction from gross income of 
20 percent of dividends paid. 

(b) Dividends received credit.—Section 25 (b) (1) be amended by allow- 
ing a credit against tax to individuals equal to 20 percent of the amount of 
dividends received from domestic corporations. 

(c) Inclusion in income of amount of credit.—Section 25 (b) (1) be 
amended by providing for the inclusion in the inmoe of individuals of the 
amount of the credit allowed under (b) above. 

(ad) Intercorporate dividends.—Section 26 (b) (1), relating to the 85 
percent credit for dividends received from domestic corporations, be repealed 
and a new subsection be added to section 23 which would allow a deduction 
to corporations of 80 percent of the dividends received from domestic cor- 
porations. Section 26 be amended by deleting section 26 (h), referring to 
dividends on preferred stocks of a public utility company, and section 26 (b) 
(2). 

2. Deduction of intercorporate dividends from gross income. Code sections 23, 
26 (b) (1) and 26 (b) (2). Removal of penalty on filing consolidated re- 
turns. Code section 141 (c). 

(a) Taxation of intercorporate dividends.—The existing law pyramids the 
taxation of corporate earnings when they pass from one corporation to another. 
However, the present law recognizes the absence of any substantial ground for 
taxing corporate earnings once at the initial corporate level, a second time in 
passing from one corporation to another and a third time in the hands of indi- 
vidual stockholders, and accordingly excludes from corporate income, generally 
speaking, 85 percent of the dividends received from domestic corporations. 
Prior to 1935, the Federal law provided against such multiple taxation by exclud- 
ing intercorporate dividends entirely, not merely partially, from the recipient’s 
income. 

Not only is there an added partial tax on the same basic earnings as they pass 
from one corporation to another, but by reason thereof a tax factor is introduced 
which tends to distort business judgments and produce unwarranted discrimina- 
tion in taxation. In some enterprises, separate corporations in each State are 
desirable from a general operating point of view, whereas others can readily 
operate branches of a single corporation in the various States. Thus, public- 
utility companies are generally required by law to operate as separate corporate 
entities in each State. The tax law places utility systems and other businesses 
which are required or impelled for legal or operating reasons to use separate 
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corporations at a tax disadvantage, as compared with businesses operating 
through separate branches of the same entity. We believe that this discrimina- 
tion should be removed by the freeing of intercorporate dividends from all tax, 
except to the extent that a credit for dividends paid may be granted to the payor 
corporation. 

(b) Removal of penalty on filing consolidated returns.—A similar discrimina- 
tion against businesses organized into separate corporations, as compared with 
businesses operating through branches of a single corporation, grows out of the 
2 percent penalty imposed on the filing of consolidated returns. The inequity 
is in this case made particularly striking in view of the fact that the filing of 
consolidated returns is a privilege granted only to a group of corporations inter- 
connected, generally speaking, by 95 percent stock ownership, other than of non- 
voting stock which is limited and preferred as to dividends. Thus, consolidated 
returns are permitted only when there is a group of corporations which, in 
ownership and control, are a single enterprise. We know of no justification for 
penalizing the multiple corporate form of operation by a 54 percent tax, while 
other businesses of similar or larger magnitude, operating far-flung enterprises 
in many States through a single corporation, pay only a 52 percent tax, particu- 
larly when some businesses are forbidden by law to operate through branches. 

Accordingly, we recommend that— 

(a) Intercorporate dividends.—Section 26 (b) (1) of the code be repealed, 
a new subsection be added to section 23 of the code to provide for a deduc- 
tion in the case of corporations for all dividends received from domestic 
corporations, other than on preferred stocks of public-utility companies, and 
section 26 (b) (2) be correspondingly amended. If our recommendation 
with respect to the allowance of a deduction to corporations for dividends 
paid should be adopted, it would be appropriate to allow a deduction of only 
SO percent to corporations for dividends received (see recommendation 1, 
above). 

(b) Consolidated returns.—Section 141 (c) of the code be amended to 
eliminate the additional 2 percent surtax upon filing consolidated returns. 


8. Amortization of discount and expense incurred by public-utility companies in 
issuing stock. Code section 23 


In the public-utility industry, as has been pointed out above, because of the 
inherent nature of the industry a proportionately larger amount of new capital 
must be obtained from the public-securities markets than is required for indus- 
tries generally. Both the requirements of sound financing and the restrictions 
imposed by regulatory agencies limit the amount of new capital which may be 
raised through the issuance of debt securities. Consequently, public-utility com- 
panies are compelled to issue large amounts of equity securities, a requirement 
which is accentuated by the tremendous expansion which the industry is now 
undergoing. 

Since the code does not provide for amortization of the cost and discount 
incurred in issuing equity securities comparable to the authorized amortization 
of expense and discount incurred on issuance of debt securities, public utilities 
must often incur nonamortizable discount and expense in raising capital which 
nonregulated industries may amortize by issuing debt securities. At present no 
other method of deducting such expense and discount is available, except possibly 
on dissolution of the corporation. Therefore, a tax burden is imposed on public- 
utility companies which is not imposed on corporations generally. This unfair- 
ness can be avoided by allowing a deduction, appropriately amortized, for dis- 
count and expense incurred by public-utility companies in issuing stock. 

While stock, unlike debt, is not issued for a fixed period over which amortiza- 
tion might be measured, a period for amortizing stock expense and discount may 
be established conveniently by reference to the fact that most equity capital 
invested in public utilities is ultimately translated into new plant, which has a 
fixed life. To trace invested equity into particular items of plant may present 
practical problems, but it is feasible to ascertain an average life for utility plant, 
and to permit amortization of stock discount and expense over that average life. 

Accordingly, we recommend that— 

Discount and expense on public-utility-stock issues——A new subsection 
be added to section 23 of the code authorizing amortization by public-utility 
companies over a period of 30 years of discount and expense incurred in 
issuing stock. 


4. Credit for taxes paid to a foreign government. Code section 131 


Congress has gone far to recognize that income and related taxes paid to a 
foreign government should be allowed as a credit against the United States 
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income tax. This is essential in order to encourage American trade and invest- 
ments abroad, a feature of our present economic and foreign policy which is 
emphasized by our point IV program or any other program with equivalent 
objectives. However, the narrow compass of the code provisions dealing with 
the foreign tax credit has produced a hardship on some investors in foreign 
countries which requires relief. A case in point is the investment of Associated 
Electric Co., a wholly owned subsidiary of General Public Utilities Corp., in 
Manila Electric Co., and Escudero Public Service Co. Associated Electric Co. 
holds all the common stock and #8,000,000 of notes of Manila Electric Co. and all 
the common stock of Escudero Public Service Co. The Philippine Islands Gov- 
ernment imposes a 24 percent income tax, withheld at the source, on interest and 
dividends paid to foreign corporations, which is allowable as a credit against 
United States income tax. In addition, however, before the interest and divi- 
dends paid by the Philippine Islands companies can be taken out of the country 
in dollars, an exchange tax of 17 percent and a three-fourths of 1 percent exchange 
fee are required to be paid on the conversion of pesos into dollars. Because of 
doubt as to whether the exchange tax qualifies as an income tax under section 
i31 of the code, there is serious question as to whether the tax qualifies for the 
foreign-tax credit. While there may be some technical distinction between an 
income tax as applied to interest and dividends and an exchange tax thereon, the 
latter must be paid before the interest and dividends can be converted into 
dollars and withdrawn from the Philippine Islands, so that economically there 
is no difference between the two levies. In view of the fact that dividends 
received from a foreign corporation are taxable in full under the United States 
income tax, without the 85 percent dividends received credit allowable in the case 
of dividends from domestic corporations, a corporate investor in a foreign country 
is subjected to unduly severe taxation. 
Accordingly, we recommend that 
Foreign tax credit.—Section 131 of the Code be amended so as to allow 

a credit against tax for taxes imposed by a foreign government on the con- 

version of foreign currency into dollars or on the withdrawal of interest 

and dividends from the foreign country. 


~T 
~ 


leclusion from employees’ income of premiums paid by employers on life 
insurance policies and payments made under employee health and non- 
occupational disability plans. Code section 22 (b) (5) 

(a) Premiums paid by employers on life-insurance policies —By their very 
nature, the large variety of medical payments, hospitalization provisions, insur- 
ance and other fringe benefits which industry today offers its employees, does not 
result in any visible increase in the take-home pay of the employees. While no 
objection to such benefits is made by employees on this ground, a further problem 
is presented when such benefits are regarded by the Government as income on a 
current basis because the employer is currently paying premiums thereon. In 
such cases, there is an increased withholding of income tax, so that the granting 
of a fringe benefit results in an actual reduction in current take-home pay. The 
effect of this is to discourage employee readiness to accept fringe benefits in 
lieu of current wage increases. This conflicts with the Nation’s basic interest, 
reflected in the Federal Government's policy, to encourage such fringe benefits 
within reasonable limits. The Government’s interest in this program is not 
merely a matter of present wage stabilization policy. In recognition of the larger 
social interest in fringe benefits, Congress has expressly excluded the employer’s 
current contribution under qualified pension plans from the employee’s current 
income. And the Commissioner of Internal Revenue has provided a similar 
exclusion for premiums paid by employers on certain restricted types of group 
insurance policies for the benefit of their employees. The same considerations 
on which Congress and the Commissioner have based such exclusions from gross 
income apply equally to premiums on ordinary life-insurance policies, when such 
policies are offered as a fringe benefit comparable to pension plans and term- 
insurance policies. 

In connection with the exclusion from employees’ income of such life-insurance 
premiums, it would appear desirable to provide for the inclusion in taxable 
income of any amounts, to the extent of such premium payments by the employer, 
received by an employee on account of such insurance during his lifetime by 
surrender or sale of the policy. Following the precedent established by section 
165 (b) in the case of pensions, it is recommended that where the total amount of 
the cash or surrender value of such policies received from an employer is received 
by the employee in a single year, the proceeds, to the extent of the premiums paid 
by the employer, should be treated as long-term capital gain. 





| 
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(b) Payments by employers under employee health and nonoccupational dis- 
ability plans.—An unfortunate situation has been created by a recent ruling by 
the Commissioner of Internal Revenue (I. T. 4107, 1952-2 C. B. 73) reversing 
previous rulings which had treated payments to employees under health and 
nonoccupational disability plans as nontaxable. An important development in 
the last few years has been the adoption by a number of States of laws requiring 
payment to employees on account of nonoccupational disability or illness. Under 
the New York law, for example (art. 9, workmen’s compensation law), employers 
and employees both contribute to the costs of the plan, which must be approved 
by the State workmen’s compensation board. The plan, under the New York law, 
may be carried out through the purchase of insurance with a recognized carrier 
or the employer may be a self-insurer, subject to depositing securities or a surety 
bond with the State authority in order to assure the solvency of the plan. 

When the issue first arose the Commissioner of Internal Revenue took a real- 
istie view of the matter and held that payments made to employees pursuant to 
State-approved plans constituted amounts received on account of “health insur- 
ance” as “compensation for * * * sickness” and hence were not taxable by reason 
of section 22 (b) (5) of the code (I. T. 4000, 1950-1 C. B. 21; L. T. 4015, 1950-1 
C. B. 23). Many plans, including the plans established by General Public 
Utilities Corp and its subsidiary, Jersey Central Power & Light Co., were worked 
out in reliance on the above-mentioned published rulings and were themselves 
the subject of similar separate rulings issued by the Commissioner of Internal 
Revenue. 

However, the Commissioner, in the recent ruling mentioned above, has modified 
the prior rulings and has taken a highly technical position which treats the pay- 
ments under health and nonoccupational disability plans as tax-free only if the 
plan is insured or a formal trust fund is established, and otherwise generally 
narrows and negates the position previously taken. We know of no economic 
justification for distinguishing between insured and uninsured plans and trusteed 
and nontrusteed plans. Indeed, the correct rule is, we believe, stated in a recent 
decision of the Court of Appeals for the Seventh Circuit (Hpmeier v. United 
States, 199 F. 2d 508, 1952), in which the court held that sickness payments 
made to an employee under a plan established by the employer without either 
a trust fund or the issuance of an insurance policy, constituted amounts received 
through health insurance as compensation for sickness under section 22 (b) (5) 
of the Internal Revenue Code. 

The Commissioner's ruling puts employers under many existing plans, created 
in reliance on the earlier rulings, at a disadvantage vis-a-vis other plans. More- 
over, there appears to be no sound reason for taxing employees who receive 
health and nonoccupational disability benefits under regularly established plans 
instituted by the employer, either voluntarily or pursuant to union agreement, 
while holding nontaxable employees who receive similar benefits under health 
and disability plans compelled by State law. 

Accordingly we recommend that— 

(a) Premiums on life insurance policies paid by employers.—Section 22 
(b) (5) of the code be broadened so as to exclude from employee gross income 
premiums paid by an employer on life insurance policies, whether group or 
ordinary life and whether with or without surrender or cash value, provided 
that such premium payments satisfy the nondiscrimination requirements 
governing the qualification of pension plans under section 165 (a). The sec- 
tion also be amended so as to provide that on a sale or surrender of such 
policies the proceeds be treated as ordinary income, to the extent of such 
premiums paid by the employer, except that such amounts be treated as long- 
term capital gain in cases in which the total cash or surrender value of the 
policies is received by the employee in a single taxable year. 

(b) Employee health and disability plans.—Section 22 (b) (5) of the code 
be amended by adding after the words “through accident or health insurance 
or under workmen’s compensation acts” the words “or under health, sick- 
ness, or disability plans established by employers or pursuant to collective 
bargaining agreements.” 


6. Modification of the excess profits tax so as to make it inapplicable to regulated 
public utility companies. Code section 430 et seq. 

We agree with the view widely expressed by representatives of business and 
industry that the excess profits tax should be terminated. In any event there is 
no warrant for applying the tax to an industry whose rates are limited to a rea- 
sonable rate of return by State regulatory agencies. For many years public 
utility companies have been and now are subject to rate regulation by State 
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authorities. Under the statutes and judicial decisions relating to public utility 
rate regulation, it is established that a utility is not entitled to earn more than 
a reasonable return. Public service commissions of the various States, in the 
interest of protecting consumers, have developed an elaborate administrative 
machinery for ascertaining reasonable rates and are fully empowered to keep 
utility rates at a reasonable level. In the circumstances it is apparent that the 
entire conception of excessive profits, which is at the heart of the excess profits 
tax, can have no application to the regulated public utility industry. Therefore 
the excess profits tax can and should have no application to the public utility 
industry, which by its very nature is not permitted to earn excessive profits. The 
attempt to introduce the tax conception of excessive profits into the public utility 
industry results in unfairness and confusion. Concededly the tax conception 
of what is an excessive profit, as established under the Excess Profits Tax Act, 
is a crude and unwieldy instrument and by its very nature produces arbitrary 
and capricious results. While such an instrumentality may be appropriate in 
order to tax excessive profits in an industry unregulated as to prices, it can only 
produce inequity and result in hampering the elaborate administrative and stat- 
utory machinery which has been set up in the public utility industry to keep 
rates at a reasonable level. 
Accordingly we recommend that— 

Fecess profits tar—The excess profits tax provisions of the code be 
modified so as to exclude from their provisions public utility companies 
whose rates are regulated by State authorities. 

Respectfully submitted. 
GENERAL PUBLIC UTILITIES CorpP., 
By A. F. Trecen, President. 
Jury 16, 1953. 





STATEMENT OF AMERICAN GAS ASSOCIATION, NEW York 17, N. Y., IN RE DouslLeE 
TAXATION OF DIVIDENDS 


We realize that the alleviation of double taxation of dividends must be con- 
sidered within the framework of revenue requirements, but we believe that 
even a small start in this direction would be of immeasurable benefit to gas 
companies and other corporations that are forced to go repeatedly to the money 
market to raise the major portion of the funds needed to serve the public. 

The gas companies are presently engaged in a tremendous expansion program 
involving the expenditure of hundreds of millions of dollars. Since the in- 
dustry retains only a small portion of its earnings for reinvestment in the busi- 
ness, much of this money has to be supplied from outside capital sources. All 
of our financial requirements cannot be obtained solely through debt financing. 
For this reason, we must raise further large amounts of equity capital and much 
of this must come from comparatively small stockholders. 

It is our opinion that if some relief to the stockholder from the double taxa- 
tion of dividends were granted, utility stocks would be more attractive to the 
investing public. 

Furthermore, the method used in alleviating double taxation would be sig- 
nificant to the utility industry. In the regulatory process, which establishes 
rates that the utility is allowed to charge its customers, consideration is given 
to Federal income tax paid. If alleviation of double taxation is made at the 
corporate level, e. g., a credit for dividends paid, the effect would be to reduce 
the income-tax liability of the utility. In the course of the regulatory process, 
this reduction would be passed on to the consumers so that no real relief would 
result and little, if any, added incentive would be given to the investor. 

On the other hand, if the alleviation is at the stockholder level, the relief will 
benefit the stockholders and encourage them to invest further in public utility 
stocks. This relief could be accomplished either by a percentage of dividends 
as a reduction of income or as a credit against the tax. 


The CuatrrmMan. The next witness is Mr. Franklin G. Pardee, presi- 
dent of the Lake Superior Iron Ore Association of Cleveland. 

We are glad to have you with us, Mr. Pardee. Are you a brother 
or relative of the late Judge Pardee, of Akron ? 

Mr. Parver. No, sir; I wish I were. 

The Carman. Will you give your name and the capacity in which 
you appear ? 


-- 
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STATEMENT OF FRANKLIN G. PARDEE, PRESIDENT, THE LAKE 
SUPERIOR IRON ORE ASSOCIATION, CLEVELAND, OHIO 


Mr. Parper. My name is l’ranklin G. Pardee and I am president 
of the Lake Superior Iron Ore Association of Cleveland, representing 
most of the companies that mine and ship iron ore from the Lake 
Superior district of Minnesota, Michigan, and Wisconsin. This dis- 
trict normally supplies about 80 percent of the iron ore required for 
the iron and steel industry of the United States. 

The iron mining industry believes that in all fairness, the stock- 
holder of a corporation should receive consideration for the taxes 
already paid by the corporation on the profits from which the dividend 
comes. For an industry dealing with wasting assets such as mining, 
the stockholder is subject to a further inequity. 

Under our present system of taxation the owner of an economic 
interest in virtually all minerals is entitled to an allowance for deple- 
tion, this allowance representing the exhaustion of his capital asset—- 
the mineral in the ground. The owner of a direct interest in a mineral 
property, including the owner of a royalty interest, qualifies for the 
percentage depletion allowance. On the other hand, a ts ixpayer who 
invests in the same type of property through the purchase of stock 
in a mining corporation is denied any allowance for percentage deple- 
tion. 

The important party in interest is the person who put up the money 
and the fact that one individual does not generally have enough 
money to risk on a large exploration and mining program and must 
of necessity group with several individuals to form a corporation to 
do this exploring and mining, should not deny those individuals the 
benefits of depletion. 

It is the investor in the mineral property—the one who risks sub- 
stantial amounts of capital in searching for new sources of mineral 
and who, if his search is successful, must risk still greater amounts of 
capital in order to strip off the heavy overburden, or to sink deep 
underground shafts and drive drifts in order to bring the mineral 
to the surface—who adds to the real mineral wealth of the Nation. 
Many explorations are conducted—few succeed. Out of these few 
successful ventures the investor must retrieve enough capital to recover 
his losses from unsuccessful ventures and to provide for still further 
prospecting and exploration if he is to continue in business. 

There can be no doubt that the allowance of percentage depletion 
provides a powerful impetus to the investment of private capital in 
mineral properties. ‘To provide the same encouragement to the in- 
direct investor in capital stock of a producing mining company, our 
income tax laws should provide for the allowance of percentage deple- 
tion to the stockholders of a company whose profits are derived from 
the oper: ation of a mineral property. 

The Canadian law recognizes the principle that percentage deple- 
tion should be carried through to the stockholder. There the stock- 
holder who receives a dividend from a corporation, the income of 
which includes “mineral profits,” is allowed to deduct depletion based 
upon certain fixed percentages. 

In order to alleviate the discrimination between the tax treatment 
accorded a taxpayer investing directly in a mineral property and 
that accorded a taxpayer investing in a mineral property, indirectly 
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through ownership of stock in a mining company, and in order to 
assure Investors that risk capital will get as fair treatment in the 
United States as it does in Canada, we urge that the stockholder of 
a corporation which owns or operates mineral property or which 
receives dividends from another corporation whose income is derived 
primarily from mining be allowed to deduct a reasonable percentage 
of the dividends received from such corporation in determining his 
taxable net income. 

Mr. Jenkins. In the third paragraph of your statement on the first 
page, I gather that no depletion would be allowed to anyone except 
the producer ? 

Mr. Parpver. The depletion is allowed to the corporation, but none 
goes through to the stockholder. 

Mr. Jenkins. The producer gets the benefits of the profits and 
losses of the corporation. 

Mr. Parver. Y. 

Mr. Jenkins. In other words, if some of these corporations did 
not have the benefits of depletion they would not have any dividends? 

Mr. Parner. Yes; but he is taxed fully on that income which comes 
through to him. 

Mr. Jenxrns. Yes, certainly, but I say if many of these mining 
organizations, especially the small fellows, did not have some chance 
of depletion they could not operate. 

Mr. Parner. That is correct. 

Mr. Jenkins. I am afraid that there are forces in the country 
which are completely opposed to any depletion whatsoever. There 
opposition to your proposal would be strong. 

The reason I say that is I have been recognized as one of the biggest 
nuisances of the country in advocating depletion, and I know the 
opponents are pretty ruthless sometimes. 

Mr. Parper. We thought we ought to bring this up. 

Mr. Jenkins. What you want to do is to carry the privileges that 
come from depletion—carry them on to anyone who has risked his 
money in the organization ? 

Mr. Parprr. Yes, sir. 

Mr. Jenxins. Mr. Chairman, do you have any questions? 

The Cuarrman. No; I have not. It was a very fine paper. 

Mr. Parper. Thank you, gentlemen, for the privilege of appearing 
before you. 

The Cnarrman. It was very nice to have you here. 

The next witness is Mr. William Jackman, president of the Inves- 
tors League, Inc., of New York. 

Mr. Jackman, will you give your name and the capacity in which 
you appear to the re porter. 


‘S, SIP. 


STATEMENT OF WILLIAM JACKMAN, PRESIDENT, INVESTORS 
LEAGUE, INC., NEW YORK 


Mr. Jackman. I am William Jackman, President of the Investors 
League, Inc., with headquarters at 175 Fifth Avenue, New York 10, 
N. Y. The league which I represent is the oldest and most successful 
organization of investors, with thousands of members residing in 
every State of the Union. It is an organization of investors, both 
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small and large, who make up the backbone of our private enterprise 
system which is, in turn, the beclsbenie of our national economy. 

I would like at this time to compliment the committee on the method 
which you have adopted in hearing various parts of the Internal 
Revenue Code. I think the system you have adopted is excellent and 
it gives an opportunity to explore the situation on one given subject, 
rather than having to go over all the landscape, so to speak. 

The Carman. We thank you very much for those remarks. We are 
trying very hard. 

Mr. Jackman. I am grateful for this opportunity to appear before 
your distinguished committee on revision of certain parts of the 
Internal Revenue Code. 

Our country’s economic health is of vital importance to the in- 
vestors of the United States, and as a consequence to the entire free 
world. Our worldwide responsibilities make the direct and indirect 
impact of tax legislation more critical than ever before. 

The far-reac hing consequences of our tax laws are no better illus- 
trated than in the double taxation of dividends. The efect of this 
double tax on millions of investors is exemplified by the lack of ven- 
ture capital. 

The importance of equity capital is quite clear. The continuing 
risk of not having an adequate supply is perilously great. Because 
the soundness of our economy is so dependent on adequi ite equital 
capital, it is essential that one of the primary sources of equity 
funds be encouraged. Many plans have been suggested to alleviate 
the shortage of equity capital but none have as yet “been able to solve 
adequ: ately the basic problem. 

The present form of taxation continues to lead us to corporate 
financing which is not only unsound but also inadequate. Taxes, as 

» all know, are a very serious matter and it seems they are much 
more difficult to remove than they are to establish. They are serious 
because of the direct effect on our economy and also because of their 
probable effect on the future of the Nation. Why should an investor 
be double taxed on his investments? Why should not this iniquitous 
tax be removed ¢ 

Among the multitude of needless complexities, hypocrisies, and in- 
justices found in the tax law, the most unfair to investors is the 
double taxation of dividends, which alone has taken from the many 
billions of dollars since it was slipped into the law 17 years ago. The 
basis for this statement is the curious history of this provision of the 
1936 Revenue Act. 

President Roosevelt in his message to Congress of March 3, 1936, 
stated : 

A proper tax on corporate income (including dividends from other corpora- 
tions), which is not distributed as earned, would correct the serious twofold 
inequality in our taxes on business profits if accompanied by a repeal of the 
present corporate-income tax, the capital-stock tax, the related excess-profits tax, 
and the present exemption of dividends from the normal tax on individual 
incomes. 

The House Ways and Means Committee reported a bill to carry out 
this recommendation, and in its report it made the following state- 
ment on taxation of dividends: 

It is, of course, important to note that a corporation which pays out all its 
adjusted net income in dividends will pay no tax, while under existing law it 
is taxed from 12.5 to 15 percent on its entire net income. In order to treat the 
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dividend consistently, it of, of course, necessary to subject the stockholder to 
both normal and surtax on these dividends. This is the most important change 
in the new plan in respect to individuals since they are now subject only to 
surtax in the case of dividends received from domestic corporations. 

The Senate Finance Committee’s report states : 


Your committee has considerably modified the tax on undistributed protfis 
contained in the House bill. This tax has been changed to a tax of 7 percent on 
the undistributed net income. Instead of repealing the existing corporate 
income tax, the Finance Committee bill retains the principle of a flat rate of tax 
on corporate net incomes except for such slight graduations as were adopted 
in the Revenue Act of 1935, upon the recommendation of the President. The 
Finance Committee bill proposes to increase each of the existing rates by 3 
percent. In addition, the committee bill provides for retention of the capital- 
stock and excess-profits taxes at existing rates, and an increase of 1 percent in 
the surtax rates upon individuals in the case of surtax net incomes between 
$6,000 and $50,000. Your committee, also, has retained the provisions of the 
House bill which removed the exemption of dividends from normal tax and 
has made certain changes in the House provisions dealing with the windfall tax 
and refunds of the Agricultural Adjustment Act taxes. These cahnges will be 
discussed in detail in a later part of this report. 

There was no discussion in any part of the report of the extraordi- 
nary action of the committee in reinstating the principle of a flat rate 
of corporate tax, which was contrary to the President’s recommenda- 
tion and the House bill, and at the same time retaining the provision 
which removed the long-standing dividend exemption. Of course, the 
only excuse given by either President Roosevelt or the House for 
removing the dividend exemption was the corelative provision reliev- 
ing the corporation of the tax. 

The whole plan of taxing undistributed corporate earnings was 
soon abandoned, but its illogical and iniquitous byproduct, the ‘double 
tax on dividends, has remained in force year after year. 

There is no doubt that the Government should remove grossly 
biased tax provisions which it has imposed. These provisions, some 
of them, such as the double tax on dividends, agreed by both parties 
and also by the Treasury Department to be unfair, were bad enough 
when rates of tax were comparatively low. They are intolerable un- 
der present conditions. 

Year after year the need for a complete rewriting and simplifica- 
tion of the tax laws has been admitted on all sides. Several years ago 
the House, after lengthy study by the Ways and Means Committee, 
passed a bill, too late for Senate action, which corrected a large num- 
or of obvious minor injustices. The excuse for nonaction was lack 
of time. 

Gentlemen, with the present load of taxes under which our economy 
is staggering, we believe there is no more time for delay in removing 
complex confusion, iniquitous discrimination and gross unfairness 
from the Internal Revenue Code. 

Assuming that the principle of graduated income tax is sound and 
without considering whether the present surtax rates are not too high, 
it is obvious that the present corporate-tax rate, without safeguards 

against double taxation, is a gross violation of the principle of a grad- 
uated income tax. For the owner of a few shares is now required to 
pay taxes on cor por: ite earnings at the same rate as the owner of thou- 

sands of shares, with respect to some $8 billion of taxes paid by cor- 
ae ations. 

Everything that can be done to preserve the private-enterprise sys- 
tem is of concern to the investing public, but we must not lose sight 
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of the fact that someone (the investor) has to put up an average 
of $12,000 to put a man to work. 

Che United States is lagging behind Great Britain and Canada in 
realizing the inequities in the taxation of corporate income, once to the 
earning corporation and again to the stockholder, upon distribution of 
such income as dividends. 

‘ In 1949 the Honorable Douglas C. Abbott, Canadian Minister of 
Finance, in recommending the tax credit on dividend income, which 
was adopted by the Canadian legislation that year, states: 

It seems to me that in a system of private enterprise which depends for its 
existence on a steady flow of investment capital, we cannot afford to neglect the 
implications of this defect (double taxation of corporate dividends) in our tax 
system, which has been accentuated by the increase in both corporate and per- 
sonal income-tax rates * * *, 


In February 1953, the Honorable Mr. Abbott announced plans, 
since enacted, to increase from 10 to 20 percent the amount of tax 
credit on dividends. 

Canada has decided to do away with double taxation of corporate 
profits by progressive steps. First, Canada initiated a 10-percent 
credit upon stockholders’ dividends. Now she has raised the 10-per- 
cent credit to 20 percent and expects to increase the credit by progres- 
sive steps over a period of years, until double taxation is completely 
eliminated. 

If Canada can do it, why can we not? If we do it progressively, as 
Canada is doing, the shock or jolt to the United States Treasury will 
be softened or absorbed. 

Nearly 80 percent of the taxpayers in the United States reporting 
dividends are from families earning under $10,000 gross income per 
year. Almost half of them have incomes of $5,000 or less. 

As a step in the right direction it is recommended that the noncor- 
corporate shareholders should be allowed a credit against individual 
income taxes of a percentage of dividend income. 

Based on the Federal tax revenues of 1952 a tax credit of 10 percent 
of dividend income would have reduced the tax intake by approxi- 
mately $650 million to $700 million. 

However, this does not take into account the fact that many corpo- 
rations might pay out a larger portion of earnings to stockholders 
and as a consequence the direct revenue loss would be reduced by the 
resulting additional personal income tax. The long-range effect, 
however, would be to stimulate capital investment, greater production, 
larger payrolls, and ultimately provide increased tax revenue. 

In conclusion, we earnestly request that double taxation of dividends 
be eliminated. If, however, it is considered impractical, in the new 
revenue code, to eliminate this double tax entirely, a start in this direc- 
tion should be made at once. 

If partial elimination only is to be granted on double taxation it 
should be on a percentage basis. Instead of allowing all taxpayers, 
shall we say $500 of tax-free dividend income, all taxpayers should 
be allowed a minimum of 10 percent of tax-free dividend income. 
If it is fair to graduate the rates of taxation, any dividend exemption 
should likewise be graduated. 

I want to repeat that the best incentive device is a tax code that 
stimulates thrift. Make it possible for a person to accumulate wealth 
and pass the fruits of his labor on to those he wants to have it. Double 





560 GENERAL REVENUE REVISION 


taxation of dividends is destructive of the very incentive that Con- 
gress desires to create, and upon which our future welfare depends. 
A 10-percent credit on dividend income would cost the Government 
only a small fraction of what it would gain through the stimulation 
of day-to-day effort to earn more and save more. Savers and in- 
vestors by the millions are essential to our way of life. We cannot 
have big industry without them, and we cannot have big industry 
without accumulating wealth. There is nothing sinister about ac- 
quiring wealth, economic independence, and creating one’s own ade- 
quate social security. All are byproducts of free enterprise—a system 
for which there is no substitute—that has done more for the com- 
fort, convenience, well-being, and safety of mankind than any other 
system under the sun. 

Gentlemen, it might be said that the destiny of these millions of 
investors is in your hands. Moreover, without the investor “free 
enterprise” will perish and with it this great Nation as we know it 
today. In wrestling with the complex “prob lems of governmental 
revenue, please do not dehydrate the wells of equity capital by ignoring 
the importance of the investor in our capitalistic system. 

Thank you. 

The Cuarrman. Mr. Jackman, I want to congratulate you on that 
statement. I am telling you right now that I want to repeat what 
you say on page 6: 

The best incentive device is a tax code that stimulates thrift. 


Your whole paper is good, but from there on is the statement which 
people who want to understand the importance of a just tax should 
certainly read and understand. 

Mr. Jackman. Thank you very much. 

The CHatrmMan. I congratulate you, sir. 

Mr. Jackman. Thank you very much. 

The Cuarrman. Are there any questions? 

The next witness is Mr. William C. Antoine, Esq., on behalf of the 
subcommittee on Federal taxation and expenditures, Pennsylvania 
State Chamber of Commerce. 

Mr. Antoine, we are very glad to see you. 


STATEMENT OF WILLIAM C. ANTOINE, ON BEHALF OF THE 
PENNSYLVANIA STATE CHAMBER OF COMMERCE 


Mr. Anrotne. Good morning, Mr. Chairman. 

The Cuamman. Please give your name and the capacity in which 
you appear. 

Mr. Antornr. My name is William C. Antoine. I am from Phila- 
delphia and I appear for the Pennsylvania State Chamber of 
Commerce. 

Mr. Chairman, I have here a statement which I would like to file 
for record purposes. 

The CHairman. Without objection, it is so ordered. 
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STATEMENT OF THE PENNSYLVANIA STATE CHAMBER OF COMMERCE WITH RESPECT 
To DousBLE TAXATION OF DIVIDENDS 


Mr. Chairman and gentlemen, my name is William C. Antoine. I am a lawyer 
from Philadelphia and am here as a representative of the subcommittee on 
Federal taxation and expenditures of the Pennsylvania State Chamber of 
Commerce. 

The organization on whose behalf I am here today strongly recommends that 
the Internal Revenue Code be amended so as to alleviate the present inequitable 
double taxation of corporate dividends. 

The double taxation of dividends creates numerous inequities of concern 
to corporate management and investors; it has important repercussions upon 
investment, production, and employment. The great bulk of the cash dividends 
of corporations is received by individuals who pay the personal income tax. In 
1952, corporations paid approximately $9 billion in dividends, excluding inter- 
corporate dividend payments, which were thus received by individual stock- 
holders. A substantial portion of the dividends of industry are paid to persons 
with incomes of less than $10,000. 

In 1952, the net income of domestic corporations after taxes was about $18 
billion. Thus corporations paid cut approximately 50 percent of their income 
as dividends. In less prosperous years the ratio of dividends to income would 
probably be even higher because cash dividends in bad years may be paid out 
of the earnings reserved in good years. Thus, a substantial part of corporate 
income is eventually paid out in dividends and is taxed again in the hands of 
individuals. 

A fundamental question is whether there is any double taxation at all in 
reality, or whether the corporate income tax is shifted to consumers. If the 
corporate tax cannot be shifted completely—and there are many cases where it 
cannot be shifted at all—some double taxation results. If it is fully shifted 
there is no real double taxation. The forces of price determination are so 
numerous, complex, and variable that it has not been possible statistically 
to demonstrate to what extent tax shifting generally occurs. Rising prices 
in boom periods can be ascribed to currency inflation, as well as to tax shifting. 
While high prices may encourage business extravagance and even some in- 
efficiency, with resulting higher costs and prices, this is not tax shifting in any 
direct sense. It has never been proved that prices generally rise and fall with 
changes in the corporate income-tax rates. Competitive conditions, and the 
fact that taxes are not known until the end of the accounting period, are also 
facts which tend to prevent the shifting of taxes by corporations. 

In general, the corporate income tax can apparently be only partly shifted 
and thus tends to remain quite substantially with the owners of the enterprises. 
The result is that shareholders are exposed to material discriminatory double 
taxation which should be alleviated as much as possible. 

In the midthirties tax rates were low and the economic impact of this double 
taxation was not great. Under the present high rates, however, serious inequi- 
ties have resulted. Corporations must obtain funds for improvement and ex- 
pansion of their plant either by retaining the profits of the business, by the 
issuance of new stock or by borrowing. The present high rate of tax on cor- 
porations has severely restricted the use of retained earnings as a source of funds 
for capital expansion. At a 52 percent rate, only 48 cents of each dollar of 
corporate earnings are available to the corporation for capital investment and 
for payment of dividends to stockholders. At the same time, and for the same 
reason, corporations are finding it increasingly difficult to raise capital by 
issuing new stock. As we have pointed out, less than half of corporate earnings 
before taxes are available after taxes for disposition by the corporation. Since 
prudent management policies in general require about an even balance between 
earnings retained and those paid out as dividends, only about one-quarter of 
the profits of the business are available as dividends to the stockholders, who 
are the ultimate owners of the business and who have taken the risk that the 
business will be successful. And these dividends, when received by the indi- 
vidual stockholders, are taxable in their hands at rates as high as 92 percent. 
As a result, risk capital has lost much of its attractiveness to investors. 
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Corporations have, therefore, been forced to resort more and more to debt 
financing as a means of raising the funds necessary for maintaining, improv- 
ing, and expanding their businesses. Latest estimates of the Department of 
Commerce show that between the end of 1945 and the end of 1952, total cor- 
porate debt increased by $79 billion, or 93 percent. At the end of 1952, total 
corporate debt stood at the all-time high of $164 billion. According to Depart- 
ment of Commerce figures, new corporate-debt issues for the period from March 
1, 1952, through March 31, 1953, totaled almost $8,500 million while new stock 
issues in the same period amounted to only a little over $3 billion. There is 
no doubt that taxes have played an important part in this movement. Unlike 
dividends, which are in effect taxable in full both to the corporation and the 
stockholder, interest payable is deductible in determining gross income. Thus, 
each dollar of interest payable by a corporation on money borrowed costs only 
48 cents after taxes. Since at the present rate of corporate tax it is necessary 
to earn $2.08 in order to have $1 of net income after taxes, it is not inaccurate 
to say that it costs a corporation over $2 to pay a $1 dividend, whereas it costs 
only 48 cents to pay a dollar of interest. In these circumstances it becomes ap- 
parent that corporations find it more advantageous from the immediate point 
of view to finance their needs through debt capital rather than equity capital 
while those with money to invest may feel more confident of obtaining a return 
on their capital if they are creditors of the corporation rather than investors in 
risk capital. “Neither a borrower nor a lender be” seems to be poor advice in 
a tax-sophisticated world. 

The solution to the problem of double taxation is not easy to find and various 
proposals have been advanced. Some would solve the problem by abolishing 
corporate income taxation altogether. There are overwhelming objections to 
this method, however, including a large revenue loss, and the opportunities 
for avoiding personal income tax by increasing the income retained by corpora- 
tions. Business generally realizes the impracticability of abolishing the corpor- 
ate income tax and asks only that it be improved and coordinated with the 
personal income tax. 

Another proposed solution which has been offered is to exclude dividents from 
the taxable income of investors. If this were done, some individuals would 
escape very high surtax rates on dividends, while others, at the opposite extreme, 
would merely escape from relatively moderate rates. This proposal we believe 
would be just as impracticable as the abolition of corporate income tax, consid- 
ering the disparities between the corporate and individual tax rates. 

Another proposal would disregard the corporation and tax the owners as indi- 
viduals both on cash dividends received and on their shares on the undistributed 
income. This principle is followed in taxing partnerships. If it were practicable, 
it would equalize the taxation of corporate and noncorporate income, of distrib- 
uted and undistributed income, and of dividends and other forms of income, all 
of which be taxed only once, as individual income. 

This proposal creates numerous problems. If it were compulsory various con- 
stitutional implications would be raised, since income must be realized to be taxed 
and it is doubtful whether undistributed income has been realized by the stock- 
holders. If it were optional, the question would arise, as to whether a single 
majority of the directors or stockholders or a greater majority could impose 
taxation as a partnership upon the minority. There would also be the question 
of the allocation of undistributed income among the stockholders where the stock 
changed hands several times during the year. Because of these complications, 
it does not appear that the partnership method of taxation would be feasible for 
the vast majority of corporations. 

Another suggestion that has been advanced is that interest on debt should not 
be allowed as a deduction in determining taxable income. I think the shortest 
answer to this proposal is that two wrongs will not make a right. Interest has 
always been considered as a cost of doing business and to disallow the deduction 
therefor would multiply inequities rather than remove them. A relatively simple 
and direct way to eliminate the double taxation of dividends would be the impo- 
sition of a tax upon the undistributed income of corporations. Dividend pay- 
ments, like interest, would be deductible for the corporation and taxable to the 
recipient as income. There can be no doubt, however, that such a method of tax- 
ation would result in a substantial revenue loss by removing the tax on corporate 
profits paid out as dividends. Equally important, however, is the fact that such a 
tax is generally considered to be unsound and would have serious effects on the 
economy. Such a tax would inevitably result in having the payment of dividends 
governed by income-tax considerations rather than by prudent management 
policies. During periods of high profits and high taxes, corporations would be 
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coerced into paying out excessive amounts of dividends rather than retaining a 
necessary part of the profits for improvement and expansion and as a reserve 
against less prosperous periods. Similarly, in periods of depression, when every 
stimulation of the economy should be encouraged, corporations would find them- 
selves without any accumulated surplus with which to provide for the needs of 
the corporation or to pay dividends to stockholders. If such surplus did exist, 
corporate management would be inclined not to pay out any of it as a dividend, 
since the corporation would thereby obtain little or no ‘‘tax benefit.” 

Some have proposed that this country should adopt the British system of tax- 
ing dividends. That system is in essence a withholding system. The corporation 
is considered to have paid the corporate income tax for the benefit of the stock- 
holder and the stockholder is required to include in his gross income the cash 
dividend he receives plus the corporate income tax applicable thereto. He is then 
allowed a credit agains his personal income tax of the amount of tax paid by the 
corporation. 

It seems clear that this method would impose more costly administrative 
burdens on corporations already saddled with heavy expenses in time and 
money in connection with the withholding of income tax on wages of the em- 
ployees. Furthermore, the plan does not seem to be appropriate for this coun- 
try, since the corporate rate of tax, 52 percent, is higher than the rate on 
most individuals and therefore would involve considerable refund payments. 

Some economists have suggested as another solution for the dilemma of 
double taxation, the imposition of a corporate net income tax plus a surtax 
on undistributed income. This is in reality only a variation of the undistributed 
profits tax. It would have all the evil features of that tax and would unfairly 
penalize corporations which use retained earnings to finance capital improve- 
ments and expansion. 

The Pennsylvania State Chamber of Commerce believes that the only prac- 
ticable method of solving the problem of double taxation is to provide credit 
at the stockholder level for dividends received. Several proposals of this nature 
have been advanced by others. One of them, embodied in a bill introduced 
by Representative Simpson, would allow the individual stockholder to exclude 
from gross income the amounts of dividends received up to $200. We believe 
that this proposal has much merit and is a step in the right direction. 

Our own proposal, and one which is consistent with the proposal of the 
Council of State Chambers of Commerce would be to allow a credit to indi- 
vidual stockholders for dividends received equal to the lowest tax bracket. 
Under present law, this would be 22.2 percent. It is believed that it is more 
equitable to allow the credit equal to the first tax bracket since in this way 
stockholders with large incomes and those with small incomes will be treated 
exactly alike. The exclusion of a certain dollar amount of dividends from 
income, on the other hand, would provide relief at the top bracket and would 
result in unequal treatment among stockholders. 

Under this plan, the credit would be given only with respect to dividends 
received from corporations who are themselves subject to tax. It would apply 
to dividends on both preferred and common stock. If the credit were allowed 
only on common stock, in time the preferred stock would tend to be replaced 
by common and the purpose of the limitation would gradually be defeated. It 
is not feasible to recognize the various degrees of risk assumed by those hold- 
ing preferred and common stocks of different corporations and different indus- 
tries, nor is it practicable to say precisely how much of the corporate income 
tax is absorbed by the common-, as distinguished from the preferred-stock 
holders. In the long run both groups of investors feel the effects of double 
taxation and both should have relief. In the interests of administrative sim- 
plicity, the plan would provide that no refunds should be granted. 

The plan is an application of the traditional American method of dealing 
with double taxation prior to 1936. Before the ill-fated undistributed income 
tax was introduced in that year, stockholders were not required to pay the 
normal tax on dividend income. Under present law the normal tax rate is 
very low but the first bracket of personal income is subject to a much higher 
rate surtax. Corporate tax rates are also much higher than they ever were 
before and it is only fair that a dividend credit at a starting rate of the per- 
sonal income tax should be allowed. 

The effects on the revenue of such a plan are difficult to judge with accuracy. 
The revenue loss would be offset to some extent by the disallowance of refunds 
to taxpayers. Furthermore, we believe that such a plan would stimulate the 
investment of risk capital in corporations, and to the extent that such risk 
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capital replaced borrowed capital as a method of corporate financing, and the 
paymeiit of dividends replaced the payment of interest, taxable income of cor- 
porations would be increased. Since the corporate tax rate is higher than the 
effective rate on most individuals, the increase in corporate taxes would also 
be an offsetting factor. 

The Pennsylvania State Chamber of Commerce believes that the solution 
here offered is practicable and is convinced that remedial action, in view of 
our present high tax rates, has become absolutely necessary, if we are to sus- 
tain the high level of activity to continue to meet the obligations imposed 
on the country at the present time. 

Mr. Antoine. I would like to speak briefly to the specific recom- 
mendations of the Pennsylvania State Chamber of Commerce. 

The CuatrrmMan. You may proceed. 

Mr. Antorne. Thank you, sir. 

The Pe nnsylvania Chamber of Commerce, Mr. Chairman, has con- 
sidered this problem of double taxation of dividends for some time 
and has been extremely concerned about it. They have tried to find 
a solution to it. They have considered the solution at the corporate 
level and the solution at the stockholder level, and they have become 
convinced that the only proper solution must be at the stockholder 
level. The reason that they do not favor a solution at the corporation 
level is as follows: The corporate solution would probably take the 
form of a deduction of dividends in taxation of corporate income. 
First of all, this would entail a large revenue loss. 

Equally important is the fact that we believe that such a system is 
an unsound way of taxing corporations. It is a hark back to the un- 
distributed profits tax of the 1930's. 

Furthermore, we thing this would make the payment of dividends 
be governed by tax considerations rather than management considera- 
tions. During periods of high profits and high taxes, corporations 
would be coerced into paying out excessive amounts of dividends rather 
than retaining a necessary part of the profits for improvement and 
expansion and as a reserve against less prosperous periods. Similarly, 
in periods of depression, when every stimulation of the economy should 
be encour: i corporations would find themselves without any ac- 
cumulated surplus with which to provide for the needs of the corpora- 
tion or to pay dividends to stockholders. If such surplus did exist, 
corporate management would be inclined not to pay out any of it as 
a dividend, since the corporation would thereby obtain little or no 
tax benefit. 

Some have proposed that this country should adopt the British sys- 
tem of taxing dividends. That system is in essence a withholding 
system. The corporation is considered to have paid the corporate 
income tax for the benefit of the stockholder and the stockholder is 
required to include in his gross income the cash dividend he receives 
plus the corporate income tax applicable thereto. He is then allowed 
a credit against his personal income tax of the amount of tax paid by 
the corporation. It seems clear that this method would impose more 
costly administrative burdens on corporations already saddled with 
heavy expenses in time and money in connection with the withholding 
of income tax on wages of the employees. Furthermore, the plan does 
not seem to be appropriate for this country, since the corporate rate 
of tax, 52 percent, is higher than the rate on most individuals and, 
therefore, would involve considerable refund payments. 

Some economists have suggested as another solution for the dilemma 
of double taxation the imposition of a corporate net income tax plus a 
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surtax on undistributed income. This is in reality only a variation 
of the undistributed profits tax. It would have all the evil features of 
that tax and would unfairly penalize corporations which use retained 

‘arnings to finance capite al improvement and expansion. 

The Pennsylvania State Chamber of Commerce believes that the 
only practicable method of solving the problem of double taxation is to 
provide credit at the stockholder level for dividends received. Several 

proposals of this nature have been advanced by others. One of them, 
cadnalion} in a bill introduced by Representative Simpson would allow 
the individual stockholder to exclude from gross income the amounts 
of dividends received up to $200. We believe that this proposal has 
much merit and is a step in the right direction. 

Our own proposal, and one which is consistent with the proposal of 
the Council of State Chambers of Commerce would be to allow a 
credit to individual stockholders for dividends received equal to the 
lowest tax bracket. Under present law this would be 22.2 percent. 

The Cuatrman. May interrupt you just a minute? 

Mr. Awnrorne. Yes, si 

The CuarrMan,. On ca 3, starting with the paragraph : “Corpora- 
tions have, therefore, been forced—” et cetera, the figures you are 
viving here of $8.5 billion and all refer to the countrywide situation / 

Mr. Anrorne. Yes, sir; that is correct. 

The Cuairman. Thank you very much. 

Mr. Anvornr. The State Chamber of Commerce believes it is more 
equitable to allow the credit equal to the first tax bracket since in this 
way stockholders with large incomes and those with small incomes 
will be treated exactly alike. The exclusion of a certain dollar amount 
of dividends from income, on the other hand, would provide relief at 
the top bracket and would result in unequal treatment among stock- 
holders. 

Under this plan the credit would be given only with respect to divi- 
dends received from corporations who are themselves subject to tax. 
It would apply to dividends on both preferred and common stock. If 
the credit were allowed only on common stock, in time the preferred 
stock would tend to be replaced by common and the purpose of the 
limitation would gradually be defeated. It is not feasible to recog- 
nize the various degress of risk assumed by those holding pre ferred 

and common stocks of different corporations and different industries, 
nor is it practicable to say precisely how much of the corporate 
ncome tax is absorbed by the common-, as distinguished from the 
preferred-stock holders. In the long run both groups of investors feel 
the effects of double taxation and both should have relief. In the 
nterests of administrative simplicity, the plan would provide that 
no refunds should be granted. 

The plan is an application of the traditional American method of 
dealing with double taxation prior to 1936. Before the ill-fated 
undistributed income tax was introduced in that year, stockholders 
were not required to pay the normal tax on dividend income. Under 
present law the normal tax rate is very low but the first bracket of 
personal income is subject to a much higher rate surtax. Corporate 
fax rates are also much higher than they ever were before and it is 
only fair that a dividend credit at a starting rate of the personal 

come tax should be allowed. 
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The effects on the revenue of such a plan are difficult to judge with 
accuracy. The revenue loss would be offset to some extent by the 
disallowance of refunds to taxpayers. Furthermore, we believe 
that such a plan would stimulate the investment of risk capital in 
corporations, and to the extent that such risk capital replaced bor- 
rowed capital as a method of corporate financing, and the payment of 
dividends replaced the payment of interest, taxable income of corpo- 
rations would be increased. Since the corporate tax rate is higher 
than the effective rate on most individuals, the increase in corporate 
taxes would also be an offsetting factor. 

The Pennsylvania State Chamber of Commerce believes that the 
solution here offered is practicable and is convinced that remedial 
action, in view of our present high tax rates, has become absolutely 
necessary, if we are to sustain the high level of activity to continue 
to meet the obligations imposed on the country at the present time. 

Thank you, Mr. Chairman. 

The Cuatrman. We thank you very much, Mr. Antoine. Mr. 
Jenkins? 

Mr. Jenkins. I would like to ask a question. 

Mr. Anrorne. Yes, sir. 

Mr. Jenkins. In view of the fact that most of the State Chambers 
of Commerce are associated together in groups, or with the United 
States Chamber of Commerce, has the United States Chamber of 
Commerce taken any action on this? Is your chamber of commerce 
associated with any others? 

Mr. Antoine. Yes, sir; the Pennsylvania State Chamber of Com- 
merce is associated with the Council of State Chambers of Commerce. 
This is our own State chamber’s recommendation. It is consistent 
with the plan which the Council of State Chambers has recommended 
over the years. I understand that the Council of State Chambers 
will also make its own presentation on this subject. I believe they 
also want a credit at the starting rate for individuals. 

Mr. Jenkins. Is anyone coming down representing the United 
States Chamber of Commerce ¢ 

Mr. Anvorne. Yes. Mr. Warner from Vhiladelphia has come 
down, and Mr. Turner from Philadelphia, and Mr. Laylin, from Co- 
lumbus, Ohio, has come down for the Council of State Chambers. 

Mr. Jenkins. Does Mr. Laylin represent the United States Cham- 
ber of Commerce ? 

Mr. Anrorne, No, he is from the Ohio State Chamber. 

Mr. Jenkins. That is my State. That is the reason I was coming 
to it. He comes in every year, and this year he said he represented 
several States. 

Mr. Anrorne. He represents the Pennsylvania State Chamber of 
Commerce inasmuch as the Pennsylvania State Chamber of Com- 
merce is associated with the Council of State Chambers. 

Mr. Jenkins. He isthe counsel for the Council of State Chambers. 

Mr. Anrorng. Yes, sir. 

Mr. Jenkins. He is a very capable man. 

Mr. Anrorne. Yes, sir; he is. 

Mr. Jenkins. That isall. Thank you very much. 

The Cuatrman. You have made a nice statement. We appreciate it. 

Mr. Anwrotne. Thank you very much, Mr. Chairman. 
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The CHamrman. We have with us our good old friend, Henry B. 
Fernald. We are always glad to hear him. He ts chairman of the 
tax committee of the American Mining Congress, of Montclair, N. J. 


STATEMENT OF HENRY B. FERNALD, CHAIRMAN, TAX COMMITTEE 
OF THE AMERICAN MINING CONGRESS 


Mr. Fernavtp. Mr. Chairman, this is alate hour. If it would please 
you I would be glad to simply file my statement for the record. 
~ The Cuarrman. We would be glad to hear vou. 

Without objection, your statement may be filed. 

(The statement is as follows:) 


STATEMENT BY Henry B. FERNALD, CHATRMAN, TAX COMMITTEE OF TITE AMERICAN 
MINING ConGress, IN Re Topic 17, TAXATION oF DIVIDENDS 


Mr. Chairman and members of the Committee on Ways and Means, I am Henry 
B. Fernald, of Montclair, N. J., chairman of the tax committee of the American 
Mining Congress. 

We respectfully present the following recommendations regarding the taxation 
of dividends, with special reference to dividends of mining companies. 


I, ALLOWANCE OF DEPLETION TO STOCK HOLDERS 


Percentage as well as cost-depletion allowance to the mine owner is recognized 
is u necessary and proper allowance for the exhaustion of the mining property. 
if the individual directly owns the mining property, he is entitled to such an 
tllowance. If a corporation owns the mining property, the corporation receives 
that allowance but percentage depletion is not taken into account in determining 
taxable dividends to the stockholder from his interest in the corporation and 
its property. The stockholder may thus be in a position of being taxed on dis- 
tributions to him which may in part, at least, represent merely the return of 
capital investment. Stock in a mining corporation should be recognized as a 
wasting asset. 

The Canadian law recognizes the principle that depletion is to be carried 
through to the stockholder, but for simplicity of administration fixes certain 
percentages of dividends from a mining corporation which will be exempt to 
stockholders. Such percentages are somewhat arbitrarily fixed based on the 
percentage of the corporation's mineral profits to its total income. 

We would, however, urge the plan recommended by the National Minerals Ad- 
visory Council in 1949 that “distributions to stockholders should he considered 
to represent depletion—and consequently be nontaxuble to the stockholders—te 
the same extent that depletion (cost, percentage, or discovery depletion) is 
allowed against income to the corporation.” 

(For convenient reference a copy of this recommendation of the National 
Minerals Advisory Council is attached, marked “Annex A.’’) 

This would contemplate a current allocation of each distribution by the cor- 
poration ratably to its net income and depletion deduction. This we believe is 
an equitable plan, feasible of administration since the Bureau already has the 
mechanism for handling it through its Dividend Section. 


II, TAXATION OF INTERCOMPANY DIVIDENDS 


Dividends received by a corporation from a domestic corporation which ig 
subject to taxation under chapter I of the code should not be taxable as income 
of the receiving corporation (except to the extent credit is allowed the paying 
corporation as in the case of preferred stock of a public utility. ) 

At present, such dividends received are included in gross and net income, but 
subject to a credit for 85 percent of their amount but not more than 85 percent 
of the adjusted net income (sec. 26 (b)). The allowance should be for 100 
percent of the amount of such dividends received and the allowance should be 
applied as an exclusion or as a deduction from gross income, rather than as a 
credit against net income. There should be no limitation based on a percentage 
of net income or adjusted net income. 
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The corporate earnings from which the dividends were initially paid have been 
Subject to the corporate tax and the dividends should not again be subject to 
tax when they are received by another corporation. 


III, TAXATION OF DIVIDENDS TO INDIVIDUAL STOCKHOLDERS 


Under present law, dividends received by individual stockholders (or by part- 
nerships or estates) are, in general, fully taxable income to the recipients without 
any allowance for the tax paid by the corporation on the earnings from which the 
dividends are paid. 

The individual stockholder is thus put in a much worse situation than the 
interest creditor, to whom the interest is taxed, but with full deduction allowed 
to the payor in computing the corporate tax. The duplicate taxation of the 
interest is thus avoided. The double taxation of ordinary dividends is not, 
however, under present law, in any way avoided or mitigated as to the individual 
stockholder and his income. 

In the early days of our income taxation, the normal tax rate on the in- 
dividual was the same as the corporate tax rate and dividends were exempt from 
normal tax. This avoided the duplicate taxation. It was not until much later 
that dividends were treated as wholly taxable to the stockholder, disregarding 
the tax paid at source by the corporation. This was not too serious when 
corporate tax rates were relatively low—10 percent to 20 pereent at most—and 
when the individual exemptions were liberal and individual tax rates moderate. 

However, cumulative taxation at high rates leaves little incentive for equity 
nvestment, and the Government loses rather than gains revenues from discourag- 
ing such investment. The correction of this situation should not, therefore, be 
looked on as a measure which would lose revenues to the Government, but rather 
as a Step in maintaining and increasing its tax revenues. Taxes which pass the 
point of productivity will not yield long-term revenues to the Government. 

In principle, the stockholder should be given full allowance for the taxes which 
have been paid by the corvoration. The corporate tax should be considered as a 
tax paid at source for the stockholders. This concept could then lead to re- 
funds, or credits, to the stockholder if the corporate tax imposed was more than 
the rate to be paid by the stockholder on his dividends. However, it is not so 
important to give refunds as it is to mitigate excessive double taxation. 

Full elimination of the duplicate tax on dividends should be provided for in 
any sound tax program for the reasons hereinbefore set out. If it should be 
felt, however, that full elimination cannot, at this time, be granted then we sug- 
gest the possibility that a partial exemption or credit, either at the first bracket 
rate or at some other rate. be granted immediately, but temporarily, until full 
elimination can be written Into the law. 

We appreciate the opportunity accorded us to present these recommendations 
to you and hope they will be given effect in the proposed revision of our income 
tax law 

ANNEX A 


ExTRAcT From RECOMMENDATIONS OF THE NATIONAL MINERALS ADVISORY COUNCIL 
SUBMITTED TO THE SECRETARY OF THE INTERIOR, DECEMBER 8, 1949 


(Appearing in the record of hearings before the Committee on Ways and Means, 


revenue revision of 1950, vol. I, February 3-21, 1950, pp. 362, 368) 

I. Allowance for depletion should be made to the stockholder as well as to 
the corporation. 

Distributions to stockholders should be considered to represent depletion to the 
same extent that depletion is allowed against income to the corporation. 

Our present revenue law treats as taxable dividends any distribution by a 
corporation to its stockholders (1) out of its earnings or profits accumulated 
after February 28, 1913, or (2) out of earnings or profits of the taxable year 

* * without regard to the amount of earnings or profits at the time the 
distribution was made, and further provides that every distribution is to be 
considered as made out of earnings or profits to the extent thereef and from the 
most recently accumulated earnings or profits 

Earnings or profits thus referred to are after deduction of depletion based on 
cost (or March 1, 1918, value) but are without deduction of discovery or per- 
centage depletion. 

If a corporation has any amount of such accumulated earnings or profits all 
distributions are considered as first chargeable thereagainst and no distributions 
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will be considered as from depletion until earnings and profits have been full) 
distributed. Moreover, any earnings will be considered as first made out of the 
earnings and profits of the current taxable year even though the corporation 
might have had a deficit at the beginning of the year. 

Under these rules distributions may be treated as fully taxable income to the 
stockholder even without recognition of prior losses which the corporation may 
have sustained and even though subsequent losses of the corporation may wipe out 
the accumulations of depletion from which presumably the stockholder was ex 
pected to receive return of capital. From this fact alone a stockholder may be 
taxed on current dividends as income but left to face a loss of principal of his 
investment for which he may be able to get no income-tax allowance or inade- 
quate allowance. 

Moreover, while the corporation may be allowed percentage depletion the dis- 
tribution to the stockholder from such percentage depletion will be treated as 
fully taxable income of the stockholder. Since the purpose of percentage deple 
tion (or discovery depletion) is to make a reasonable allowance for the capital 
exhaustion of the mine, similar allowance should be made to the stockholder to 
represent the exhaustion of his interest in the mining property. 

With all the uncertainties which exist in the mining industry there might 
be good ground for urging that no distributions to a stockholder by a mining 
company should be considered as taxable income to him until the distributions 
received have been sufficient to repay the full amount of his investment. A stock 
holder does not really have gain, profit, or income from a mining investment unless 
he realizes more than his investment and he does not know that he ever will have 
gain, profit, or income until after he has realized the amount of his investment. 
Such a rule as this is probably the only way investors could be given assurance 
that what was really a return to them of their capital would not be taxed as if it 
were income. This argument was in fact made in the early days of our income 
tax but was rejected by the Treasury as being too greatly at variance with the 
general standards of our income taxation based on annual income determina 
tions. It is assumed the Treasury would still maintain its opposition on that 
basis. 

In order to get a more equitable basis than that of the present law and to 
give some recognition to the fact that the proceeds of mining operations repre 
sent at least in part a current realization of capital, the Council recommends the 
above-stated rule that distributions to stockholders should be considered to rep 
resent depletion—and consequently be nontarable to the stockholders—to the 
same ertent that depletion (cost, percentage, or discovery depletion) is allowed 
against income to the corporation. [Italics supplied.] 


Mr. Frernawp. I shall simply outline very briefly the three points I 
make: 

The first. is that the allowance of depletion to stockholders, which 
you have already had presented to you, we urge should be provided 
for. 

Second, mtercorporate dividends should not be subjected again to 
tax. 

Third, allowance should be made to stockholders for the corporate 
tax paid at source on those dividends. 

And we join in the recommendations you have already heard. It 
should be the full allowance. If you cannot now provide that full 
allowance, then, if possible, allow the first bracket rate. If not, that 
at least should be some allowance to be made until we can come forward 
to the full allowance. 

I wish I had time to say more with regard to some of the questions 
which were asked earlier in this proceeding. Briefly, I would like to 
note that when our income tax was first installed in 1913 we considered 
the corporate tax simply as a tax paid at source for the stockholders. 
The corporate tax rate was 1 percent. Normal tax on the individuals 
was 1 percent. Dividends were exempt from normal tax. 

That got buried in the pressure for revenue in the First World 


War. 
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In 1921 we again came forward, but the differential was then made 
so that the corpors ite tax was higher than the normal tax on individ- 
uals, but we still maintained the exemption from normal until 1936. 
At that time it was a matter of theory rather than of great practical 
importance. The corporate tax was only from 10 to “15 percent, as 
you will remember. 

Today, with our corporation tax so greatly increased, it is a very 
serious practical question and I think it is one of the very important 
questions you have before you from the standpoint of maintenance of 
our industrial system, our employment, and our Government revenues, 

There is one little thing which is personal I would just like to add. 
There is a friend of mine who is trying to form a new corporation to 
develop a new product he has. He came to me and he said, “I am 
epi to get money. J eople tell me they cannot give it to me on 

count of the tax law.’ 

an) wriefly, is the situation I outlined when I answered that ques- 
tion: If he got $1,000 invested by an individual and the corporation 
was very successful and could earn $1,000 a year on each $1,000 in- 
vested, taxes would take $500 of that $1,000. That would leave $500 
to the corpor: ation. 

I said, “Of that you probably would need to retain at least $100 for 
investment in the corporation.” 

=i said, “At least that.” 

said, “That would leave $400 to be distributed in dividends. If 
your investor is in the 75-percent tax bracket, the tax will take $300. 
That will leave to the investor only $100, or 10 percent, on his invest- 
ment, and certainly you cannot expect anyone to go in a risk enterprise 
like this for less than 10 percent.” 

He said, “It is a question whether that is enough.” 

I said, “C an you hope to earn $1,000 a year on each $1,000 invested ?” 

He said : “I could not urge that on anybody.” 

He said: “Well, what can I do about it?” 

And I had to say: “I do not know.” 

Now, that is an extreme case, but it is an actual illustration of 
one man trying to get started, and the problem he has of trying to 
see how, against a present double taxation on dividends, he can ever 
build up this new business he is trying to do. 

That is not a part of the paper I have presented, which I have 
asked to be included in the record, but it just illustrates how very 
important this problem is. 

The CuarrmMan. Yes, sir. We agree with you. It was a very nice 
statement, sir, and we appreciate it. 

Mr. Fernavp. Thank you. 

The CratrMan. The next witness is Mr. E. S. Hall, an engineer 
and attorney. Mr. Hall, will you give your name and the capacity 
in which you appear for the record. 


STATEMENT OF E. S. HALL, RESEARCH ENGINEER AND PATENT 
ATTORNEY, FARMINGTON, CONN. 


Mr. Hatu. This statement is somewhat different from the state- 
ment I submitted, Mr. Chairman. 

Iam E. §. Hall, of Farmington, Conn., a research engineer and 
patent attorney. 
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Mr. Chairman, your magnificent battle for integrity and principle 
has thrilled me more than anything else in all these years in Wash- 
ington. You are absolutely right. We must keep our pledge—re- 
duce taxes now—or we cannot hope to win a vote of confidence next 
year, 

Judging from experience in the twenties and in the 80th Congress, 
the first thing to do in this emergency is to reduce taxes on business— 
eliminate “double taxation.” ‘Thus, we could stimulate production, 
collect more revenues, balance the budget, and head off an impending 
recession. 

The other approach—trying to balance the budget by taxing profits 
with “double and triple taxation”—is hopeless. Can you balance a 
$9-billion deficit by trying to collect about 9 percent of it while thereby 
starving the goose that lays the golden eggs? 

Rewriting the Internal Revenue Code for 1954 is a necessary and 
tremendous job. But time is running out. By January, it may 
be too late to salvage our economy. Can we not find a short cut 
and cut taxes now ? 

All 40 tax problems arise from only 2 sources: the attempt to tax 
business and progressive taxation. Remove both sources and presto: 
no “triple taxation,” no “double tavation,” no tax problems. ‘Too 
good to be true? But it is true—and practical, especially if we do it 
gradually. Go on revising the code, but enact an alternate tax law 
now, in this session, a simple tax law parallel to the code, and let 
the taxpayers choose voluntarily between “double and triple taxa- 
tion” and “just and simple taxation.” 

This voluntary tax law is especially timely because, while it prom- 
ises to collect more revenue, it will nullify the excess-profits tax. 
Profit taxes discourage venture capital, diminish incentive, warp busi- 
ness decisions, and thus impede production, the source of all tax reve- 
nues. Profit taxes are subversive. Karl Marx held that profits are 
“surplus value” stolen from the workers; that profits are immoral. 
Under communism, all profits are “excessive” and profits are taxed 
100 percent. 

Why have we allowed ourselves to become infected with this socialist 
notion that profits could be “excessive”? Why do we tax profits with 
double and triple taxation ? 

I believe it is because of a misunderstanding of the meaning of the 
word. Profit is the gain from operating the business, the difference 
between income and expense. Profit is the measure of progress, the 
measure of the net new wealth. Excess profit? Impossible. Can we 
have too much new wealth? 

Who owns how much of the profit? That is the question. 

It has been said that profit is payment for use of the tools. That 
is not a definition of profit; it is merely an attempt to say that all the 
profit belongs to the property owners. This isa grievouserror. Profit 
belongs to the owners of the business, and the business is more than 
property. Property alone could not operate. A business is a combina- 
tion of property and personnel. It follows, therefore, that profit be- 
longs to the owners of both property and personnel. Justice demands 
that we distribute profit (or loss), before taxes, partly in cash at the 
discretion of management and partly in property ownership credited 
(or charged), to the owners of both property and personnel in propor- 
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tion to their several private ownerships as measured by the money 
invested and the year’s payroll. 

This is trustee's accounting, evidence of the fact that the business 
itself—the impersonal entity—is properly a trustee, operating for the 
benefit of the individual persons who own the capital assets. A trustee 
is a distributor of incomes; he has no taxable income. If we let a busi 
ness stand in the position of a trustee relative to the owners of the 
property and personnel, stockholders and employees respectively, the 
business would distribute profit justly, before taxes; it would have no 
taxable income and pay no profit taxes. 

Instead of “double taxation,” we would tax the entire profit once, 
as received by, or credited to, those who own it. Any loss of revenue 
would be more than made up by taking the brakes off profit. 

Recognition of the truth that employees own themselves, the living 
capital assets, and that the year’s payroll is the free-market measure 
of that personal ownership, takes nothing away from the property 
owners. On the contrary, study of annual reports shows conclusively 
that the mere change to trustee’s accounting raises dividends to stock- 
holders, pays the same high-rate dividends to management and labor, 
cares for seniority and retirement in the natural capitalist manner, 
and gives everyone ability to pay the taxes necessary to balance the 
budget. The sky is the limit to our productive strength when we take 
profit out from under the cloud and give business the all-out profit 
incentive. Profits?) The bigger, the better for all of us. 

Why tax profits? Business does not pay taxes. When we tax busi- 
ness, who pays the tax? The stockholders, in lower dividends? The 
employees, in lower wages? The customers, in higher prices? 
Whether we tax sales or profits, business does not pay taxes; it passes 
them on and collects them from us. Business is only a tax collector. 
lax the big corporations? Whom are we deceiving! In the end, the 
people pay. Indirect taxation is mere political expediency. 

On principle, it is wrong to tax business. Business has no vote. 
“Taxation without representation is tyranny.” We won liberty and 
independence on that principle. Have we forgotten ? 

After all, there is only one taxpayer: you, the individual. 

Where in your personal economic process would you prefer to be 
taxed? Income?’ Spending? Saving? Investing? 

Not on saving or investing, surely. 

The tax on spending is a sales tax. The manufacturers’ excise tax 
isa sales tax. Excise taxes are useful for regulatory purposes, but 
in general the sales tax is unjust. It is a full-rate tax on those who 
spend all their incomes and a part-rate tax on those in higher 
“brackets” who spend only part of their incomes. It is the “progres- 
sive” income tax turned upside down. It bears most heavily on the 
low-income groups. If we exempt food and medicine, we do not get 
enough revenue. If we do not exempt necessities, we place a heavy 
load on the man with a large family. Politically, the sales tax is 
undesirable. The sales tax is a nuisance. The sales tax is full of 
problems. The sales tax is unjust. 

By elimination, it is clear that the only point at which to tax the 
ao surely and justly, to collect enough revenue in good times 

r bad, is the point of personal income, not with the “progressive or 
graduated income = ax” of Karl M: irx—that is unjust—“the more yon 
make, the less of it you can keep”—incentive in reverse—but with the 


‘ 
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flat-rate proportional tax of Adam Smith, as outlined in book 5 of 
the Wealth of Nations. 

Just, logical, and simple. What a political opportunity. Let us 
say to the taxpayers: “You can go on paying double and triple and 
hidden taxes if you want to, but. if you prefer, you can get a raise, 
and get relief from your entire tax headache, by letting business stand 
in the position of a trustee. Let it distribute all profit justly, before 
taxes, and thus raise personal incomes and give everyone ability to 
pay; and then let business withhold a proportional tax from all per- 
sonal incomes, the same percentage from everybody. No inequities. 
No time lost figuring what to deduct and what not to deduct. No tax 
problems. Noquarterly installments. Noannual income-tax returns. 
Never again worried by the Ides of March.” 

It is better to supplement low incomes with direct cash aid to cover 
food, clothing, shelter, and medical care—real security—than to com- 
plicate the proportional withholding tax with allowances for depend- 
aan: This voluntary tax law includes genuine security for all who 
choose it voluntarily. 

Government and other nonprofit organizations should use trustee s 
accounting in a way that provides incentive pay for all Government 
employees to raise efficienc y and reduce expense. Imagine efficiency 
in the Pentagon. We could save billions with this. 

Says William G. Holman : 

If trustee’s accounting is recognized by the courts as being an honest and just 
way for a trustee to keep his books, why shouldn’t business and Government 
use the sume system? 

No man can refute the statement that a tax that falls equitably upon the 
shoulders of every citizen would be best for the country and a blessing to mankind. 
A man doesn’t have to be a tax expert to see that. 

With the tax rate adjustable quarterly, we can tax enough money 
from the incomes of the people to soak up the inflationary gap between 
incomes from all production and the commodities available for civilian 
consumption. Thus we can balance the budget, retire some bonds, 
and deflate the money supply. As prices come down and commodities 
become more abundant, the money left in the pockets of the people 
after taxes will buy a better living than before. The just distribu- 
tion of commodities, the real wealth, which results from the just 
distribution of personal incomes is not disturbed by the propor- 
tional income tax, even though the rate be high. Just accounting 
is the key to painless taxation. 

Department of Commerce records show that a rate of 25 percent, 
fully effective in 1952, would have collected ae $77 billion, wn 
billion more than collected by the code. On the first of this ye 
with production free from taxes and the budget overbalanced, we 
would have cut the tax rate to 20 percent. As peace is restored and 
efficiency invades the ranks of Government, the rate will be reduced 
automatically to the normal tithe: 10 percent. 

Mr. Chairman, my first testimony on how to eliminate double 
taxation was given just 6 years ago tomorrow, in the Ist session of 
the 80th Congress. Toward the end of the next session, you recall 
that the Honorable Ellsworth Buck called your attention to the 
fact that I had the germ of a good idea. Four years ago, on the 
ith of July, at the request. of Chairman Doughton, 1 complete ‘d the 
first crude draft of the Liberty Revenue Act, As the bill improved, 
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it was introduced three times by the Honorable Charles A. Plumley, 
of Vermont. In the 82d Congress the gentleman and scholar from 
Illinois, the Honorable Noah M. Mason, introduced a better version 
of the bill, by request. Neither he nor any other Congressman would 
sponsor the outright repeal of 16 chapters of the code at 1 fell swoop. 

Last March Anthony Alfino, of the United States Chamber of 
Commerce, advised me to make the bill voluntary. “Let the code 
stand,” he said. “Enact another loophole in the code and let business 
take it or leave it.” This seemed to me logical and simple. No 
shock to the economy. Nothing to be afraid of. Just another way 
to pay taxes. Just a voluntary tax law. 

Mr. Chairman, this has been a hard fight. We have stood by 
our principles and by our guns. We shall continue to do so. Now 
that the excess-profits tax has been extended, shall we accept defeat 
and confine our attention to rewriting the code? Or have we just 
begun to fight ? 

Mr. Chairman, we shall go on fighting. We shall nullify the 
excess-profits tax. We shall keep our pledge to the people—reduce 
taxes now, in this session—and merit their vote of confidence next 
year. To this end, we pledge to each other our lives, our fortunes, 
and our sacred honor. All I have and all I know about the tax and 
fiscal problem is at your disposal in another hearing as we bring to 
action our heaviest artillery, the really big gun which you, more 
than any other Congressman, are able and worthy to sponsor, the 
new and voluntary Liberty Revenue Act, a bill to reduce taxes; to 
reduce Government expense; to provide genuine security; and to let 
business distribute all profit justly, before taxes, and withhold a pro- 
portional tax from the national income, the rate adjustable quarterly 
to overbalance the budget and restore and maintain the purchasing 
power of the dollar and the honor and credit of the United States, 

The CuatrMan. Does that conclude your statement, Mr. Hall? 

Mr. Hatt. Yes, sir. 

The Cuarrman. We thank you very much for your contribution. 

I would like to inquire: Is there any other witness here who has not 
been heard who wishes to be heard? Apparently not. 

The committee will stand adjourned until 10 o’clock, July 21, 1953. 

(The following material was submitted for the record on topic 17:) 


STATEMENT BY EttswortH C. Atvorp, WASHINGTON 6, D. C., IN Re Topro 17, 
TECHNIQUES FOR ALLEVIATING DouBLE TAXATION OF DIvIDE NDs 


The inequity involved in the double taxation of dividend income is so generally 
understood that it is not necessary to repeat the arguments against it here. Its 
enly justification is apparently the revenue loss which its correction would entail. 
While the revenue loss argument is a strong one, we can at least take a step in the 
right direction by granting stockholders partial credit for the taxes paid by 
their corporations. 

Recommendation: Give stockholders other than corporations a credit against 
income tax equal to 20 percent of dividends received from domestic corporations. 
Such a credit should not exceed the amount of the tax imposed before allowance 
of the credit and it should not be allowed with respect to dividends from section 
251 corporations or China Trade Act corporations. No credit should be allowed 
with respect to capital gain dividends received from regulated investment com- 
panies. If the credit is allowed to nonresident aliens, it should not exceed the 
tax rate on their dividend income. The credit with respect to dividends received 
by an estate or trust should be allocated between the fiduciary and the beneficiary 
on a basis similar to that nrovided in section 163 (b) of the Internal Revenue 
Code with respect to partially tax-exempt interest. 
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PARKER Rust-Proor Co., 
Detroit, Mich., July 18, 1958. 
COMMITTEE ON WAYS AND MEANS, 
House of Representatives, Washington, D. C. 

Dear Mr. Trarn: Thank you very much for your letter of July 10, inviting 
me to attend the hearing before the Committee on Ways and Means, which is 
scheduled for July 16. It is impossible for me to be present at this hearing, 
but if the same subject is to be considered later in the year, I would like to 
be present. 

It is my feeling that the double taxation of dividends should be eliminated, 
but I have a feeling in my bones that Congress is going to consider it imprac- 
tical to immediately eliminate this tax entirely. It has been suggested that 
a certain lump sum of dividend income should be made exempt. This would 
be unfair and offend the general principles of a graduated income tax based 
upon ability to pay. If partial relief only is to be granted from double taxa- 
tion, it should be on a percentage basis, all taxpayers being allowed 10 percent, 
25 percent, or 50 percent of tax-free dividend income. 

It is my recommendation that all corporations be allowed the option to 
be taxed as a partnership. Except for the legal structure of the corporation, 
there is little difference between sole proprietorship, partnerships, and closely 
held corporations. This would involve taxing individual shareholders from 
year to year on their respective equities in computed corporation income earned 
since the date of acquisition of the shares. This would not be a revolutionary 
or unduly complex procedure. For many years the owners of the hundreds 
of thousands of partnerships in the country have been reporting as taxable 
income their business earnings, whether left in the business or withdrawn, and 
similar treatment of the stockholders of corporations would be entirely feasible. 
It should be borne in mind that the great majority of incorporated business 
concerns are small organizations, with only a handful of stockholders, and 
there is no good reason why such enterprises should be treated differently for 
tax purposes than their unincorporated competitors. Such a change would not 
multiply the number of individual returns nor the complicity of the returns. 
With the present low exemptions, virtually all stockholders, in companies of 
all sizes, file returns. 

Yours very truly, 
W. M. CorNneELIvs. 





STATEMENT OF THE NATIONAL ASSOCIATION OF MANUFACTURERS ON Topic 17, 
TECHNIQUES FOR ALLEVIATING DouBLE TAXATION OF DIVIDENDS 


The present high rates of tax on corporate and individual income intensify 
the impact of double taxation. The basic problem is that corporation taxation 
disregards the fact that income disbursed as dividends will again be taxed in 
the hands of the stockholders. The discrimination against the stockholder, as 
compared with other income recipients, is in the reduction of the dividend- 
income flow to him. In the post World War II years, total dividends have 
averaged well below 4 percent of national income, as compared with an average 
of around 6 percent in the 1920's and 1930's. 

Aside from the discrimination against stockholders, the most serious aspect 
of the taxation of corporate profits which are disbursed as dividends is the bias 
created in favor of debt financing. If a corporation borrows at 4 percent, and 
has a 6 percent dividend rate, it requires three times as much gross to service 
new stock as it would in the case of debt. This is doubtless one of the reasons 
why net new corporate stock issues during 1946-51 averaged only $1.6 billion 
a year, while new corporate borrowing averaged $11 billion. 

The association places resolution of the double-tax problem high on the list of 
needed tax reforms. It has no specific method to suggest, but hopes that a 
proper solution to this problem will be found. 





STATEMENT OF THE CHAMBER OF COMMERCE OF THE UNITED STATES ON INTERNAL 
REVENUE Cope Revisions, IN Re Topic No. 17, TECHNIQUES FOR ALLEVIATING 
DousLeE TAXATION OF DIVIDENDS 


Chamber position: “The impact of high taxes has demonstrated the unfair- 
hess and unsoundness of the double taxation now applicable to corporate earn- 
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ings. This inequity should be eliminated without resort to an undistributed- 
profits tax.” 

There is a serious inequity in the Internal Revenue Code which results from 
the fact that a corporation pays full income and excess-profits taxes on its 
earnings and thereafter when it distributes part of these net earnings after 
taxes as dividends, the stockholders again pay full income taxes on the same 
earnings. This double taxation unfairly increases the tax burdens incident 
to transacting business in the form of a corporation. 

The unfairness of multiple taxation is now recognized in many sections of 
the code and in tax treaties; for instance: 

1. Estates, trusts, and beneficiaries pay only one set of taxes on income. 

2. Corporations receiving dividend income pay an income tax on only 
15 percent of the amount received. 

3. In the case of domestic corporations receiving dividends from foreign 
corporations, the domestic corporation will receive an income-tax credit for 
a portion of the foreign taxes paid by the foreign corporation. 

1. Credit for foreign income taxes paid. 

5. Treaties for avoidance of international double taxation. 

These examples from the code, and from tax treaties, show that it has been 
the recognized policy in these examples that income should be subject to taxa- 
tion substantially only once. Earnings from corporate business should no more 
be subject to double taxation than other forms of income. 

The small corporation and smali-business man face a very serious problem 
in connection with this unfair double taxation. Most of the small corporations 
represent individual businessmen and their families who prefer for one reason 
or another to conduct their business activities in the form of a corporation ra- 
ther than a partnership or a sole proprietorship. It is the belief of the com- 
mittee on taxation of the Chamber of Commerce of the United States that the 
tax laws should not have the effect of unduly prejudicing the use of one busi- 
ness type of organization over another. Nor should the income from business 
carried on in the corporate form be taxed twice while income from other forms 
of business organizations is taxed only once. 

It is the considered opinion of the tax committee of the United States Chamber 
of Commerce that of the several methods which have been suggested for hand- 
ling this problem, by far the best is that of allowing the individual stockholder 
a credit for all or a specified portion of the dividends received by him—such 
credit to be applied directly against the tax that would otherwise be due from 
the stockholder. As the committee is undoubtedly aware, this is the method 
which is employed in Canada. There the individual stockholder is allowed a 
credit against his tax in an amount equal to 20 pereent of the dividends which 
he is required to include in his net income. 

This method is the simplest to administer and avoids the bad effects of such 
an alternative method as allowing the distributing eorporations a deduction 
for the amount of dividends paid. The latter method, in effect, would be the 
equivalent of the short-lived but unfortunate undistributed-profits tax which 
was in effect during the years 1936 and 1987. That tax, it will be recalled, was 
almost universally condemned by businessmen and severely criticized by many 
objective students of taxation. It, like the uncertain application of section 102, 
caused many corporation managements to distribute larger dividends than were 
wise or prudent, often placing the corporation in a precarious fmancial position. 
It is obviously difficult for the directors of a corporation to follow a conserva- 
tive dividend policy if the result is to increase its own tax bill. Many stock- 
holders, not in a position to understand fully the financial necessities of the 
business, are prone to criticize their directors for not taking every proper step 
available for minimizing the company’s tax liability. With even the regular 
corporate rates about twice what it was during the life of the former undistribu- 
tive-profits tax, this evil effect would be greatly magnified if a similar tax were 
reimposed even though done for the purpose of alleviating the double-taxation 
problem 

It cannot be too strongly emphasized that at anything like the present level 
of corporate and individual income-tax rates, the major source of capital funds 
required by corporate business—in fact by any business is retained earnings. 
Any measure which militates against the retention of earnings needed in busi- 
ness will poorly serve our economy. Even if there was any theoretical justifica- 
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tion for taxing corporations on retained earnings only, or taxing such retained 
earnings at a higher rate than those which are distributed—a view to which 
we do not subscribe—the stark reality is that such a policy would inevitably 
impede expansion of corporate earning power and, consequently, of taxpaying 


capacity. As the Supreme Court has said, “taxation is an eminently practical 
matter.” Taxpayers are not much concerned with theoretical considerations. 


They are guided more often by the practical considerations with which they are 
personally and directly faced. Whether or not the corporate income tax is in- 
directly a tax on shareholders, the fact is that it is not so regarded by corporate 
managements. To them the tax is one of the costs of doing business, and, like 
any other cost, it is to be kept as low as possible in relation to gross income 
We, therefore, hope that the committee will reject any solution to this problem 
which will have the effect of a tax on undistributed earnings. 

In this connection, we strongly urge that the credit allowed to corporations 
receiving dividends from other domestic corporations be restored to 100 percent. 
The reduction of this credit to 85 percent which was made in the Revenue Act 
of 1936 was not justified by any considerations of equity, but was in the nature 
of a penalty designed to discourage intercorporate stockholdings because of the 
fancied evils resulting therefrom. There is nothing objectionable in most 
cases of intercorporate holdings. If there are cases for which some remedy 
is needed, the matter should be taken care of in other ways and not through the 
medium of a tax penalty which hits all cases alike 


STATEMENT OF PAUL D. SEGHERS, EsqQ., CHAIRMAN, FEDERAL TAX LEGISLATIVE Com 
MITTEE OF THE FEDERAL TAx Forum, INc., of NEw York Crry, IN Re Toric 17, 
TECHNIQUES FOR ALLEVIATING DoUBLE TAXATION OF INDIVIDUALS 


Relief should be afforded from the double tax in the case of dividends received 
by noneorporate shareholders—preferably by means of a credit against the indi 
vidual income tax of a percentage of dividend income, with appropriate limita 
tions—but in any event some relief from the discrimination against dividends as 
compared with interest payments should be granted 


STATEMENT OF INDEPENDENT NATURAL GAS ASSOCIATION OF AMERICA, WASHINGTON, 
D. C., In Re Dous_e TAXATION oF DIVIDENDS 


The alleviation of double taxation of dividends must be considered within the 
framework of revenue requirements, but some relief from this double burden of 
tax would be of immeasurable benefit to corporations that are forced to go 
repeatedly to the money market to raise the major portion of the funds needed. 

The gas industry is presently engaged in a tremendous expansion program in 
volving the expenditure of billions of dollars. Since the industry retains only 
a small portion of its earnings for investment in additional facilities, much of 
this money must be supplied from capital sources outside the operations of such 
companies. Obviously, all of the financial requirements cannot be obtained solely 
through debt financing. For this reason, the gas industry is seriously concerned 
with its ability to raise further large amounts of necessary equity capital. 
Should some relief be granted to the stockholder from the taxation of dividends 
corporate stocks would be more attractive to the investing public. Accordingly, 
we recommend that the double tax on corporate profits be partially modified by 
granting the stockholder either a percentage of dividends received as a reduction 
of income or as a credit against the tax. 





STATEMENT SUBMITTED BY THE NATIONAL ASSOCIATION OF Woor MANUFA¢ RERS, 
IN Re Toric 17, TECHNIQUES FOR ALLEVIATING DousLe TAXATION OF DIVIDENDS 


The association recommends amendment of the code to permit corporate tax 
payers in ascertaining taxable income to deduct dividends paid. This would not 
only prevent multiple taxation of dividends, but also would smeliorate the dis- 
crimination against equity financing in comparison to debt financing. 
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STATEMENT OF AMERICAN FEDERATION OF LABOR RE Topic 17, TECHNIQUES FOR 
ALLEVIATING DouBLE TAXATION OF DIVIDENDS 


The only basis for suggesting that dividends are taxed twice is implicit in the 
assumption that a stockholder is really a partner in a business enterprise. The 
logic of this position would call for taxation of 100 percent of corporation profits 
attributable to the stockholder at the regular personal income tax rates. Until 
and unless proponents of eliminating double taxation of dividends are willing 
to accept such a solution, it must be assumed that they are more interested in 
escaping taxation on business than in eliminating double taxation. 

Many States impose taxes on the same income which is taxed by the Federal 
Government, The Federal Government imposes excises on transportation, 
amusements, liquor, gasoline, and other goods and services that are taxed by State 
and local governments. This constitutes double and in some cases triple taxation 
in a wuch more real way than taxation of dividends. Taxes on profits of a 
corporation are imposed on the corporation; dividends are taxed as part of the 
income of the stockholder. Both should be taxed for priivleges and benefits 
received and it should be obvious that such taxation is not double taxation in 
the sense that term is commonly understood. 


STATEMENT BY ADDISON B. CLOHOSEY, EsqQ., ON BEHALF OF RESEARCH INSTITUTE 
oF AMERICA, NEW YORK, N. Y., Re Topic 17 


The double taxation of dividends has, to our personal knowledge, been respon- 
sible for the sale of small business enterprises to larger companies. We believe 
that, in closely held or family corporations, an allowance of 85 percent of divi- 
dends paid should be granted the individual taxpayer. 

I would like to offer a suggestion on the techniques for alleviating double taxa- 
tion of dividends. 

The suggestion is to treat corporate dividends as long-term capital gain. 

There would be certain salutary effects, namely : 

1. It would bring out of hiding dividends in closely held corporations where 
the present taxation is practically confiscatory. 

2. It would eliminate the necessity for an undistributed profits tax and the 
constant policing by Treasury of improper accumulation of surplus under sec- 
tion 102. 

3. It would divert into more useful channels funds now being put in tax-free 
bonds. 

4. It would encourage holding of stocks over a longer period without trying 
to establish capital gains on declaration of dividends. 

5. It would encourage equity instead of long-term debenture financing so prev- 
alent in these last 15 years. 

Treasury regulations could provide for withholding of the tax at the source. 
While it might be argued that this would place an undue burden on large cor- 
portations, nevertheless most companies are geared to the reporting of informa- 
tion to Treasury, so that it would merely be routine. Payment of the tax with 
appropriate information returns could be made to Treasury at the time of each 
dividend payment, so that a sifting out by corporations of this information at 
calendar-year end would be unnecessary. 

The elimination of the dividends-received credit for corporations and the 
substitution of a dividends-paid credit in an amount to be determined by the 
Ways and Means Committee in proportion to the amount of income to be raised 
would accomplish two purposes. First, the elimination of double taxation and, 
secondly, an automatic tax on improper accumulation of surplus, thereby elim- 
inating the necessity for that tax under section 102. 





STATEMENT OF Dri R. PAIGE, CHAIRMAN, TAXATION CoMMITTEE, GEORGIA STATE 
CHAMBER OF COMMERCE, ATLANTA, GA., Re Topic 17, TECHNIQUES OF ALLEIVAT- 
ING DousLe TAXATION OF DIVIDENDS 


After computing taxes on income, including taxable dividends received from 
taxable corporations subject to the income tax, shareholders should be allowed 
to deduct from their taxes a credit for the payment of corporate taxes on income 
paid out to them in dividends. 
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STATEMENT OF AMERICAN FARM BurEAU FEDERATION, Re Toric 17, TECHNIQUES 
For ALLEVIATING DouBLE TAXATION OF DIVIDENDS 


For a number of years, the resolutions of the American Farm Bureau Federa- 
tion have favored the exemption from Federal income taxes of that portion of 
the annual earnings of corporations that is distributed to the stockholders as 
dividends, when such dividends are taxable in the hands of stockholders. 

The accomplishment of this objective is not regarded as possible at this time 
with the present needs of the Government for revenue. It is desirable that a 
start be made as a part of a long-term objective of ultimate accomplishment 
at a time when the revenue needs may be substantially reduced. 

While we have no specific recommendation with respect to the technique by 
which a start is made, we would recommend that a technique be employed which 
will have the merit of progressive adaptation toward the ultimate goal of com- 
plete relief from double taxation of corporate earnings. 





STATEMENT OF AMERICAN TAXPAYERS ASSOCIATION, WASHINGTON, D. C., Re Topic 
17, Revier From DovusLe TAXATION OF CORPORATION INCOMES IS IMPERATIVE 


Little argument is needed to demonstrate the injustice of taxing corporate 
protits at a high rate and then taxing, also at a high rate, what remains of such 
profits when paid out as dividends. 

Both as the foundation of free government and as the basis of industrial and 
economic progress, it is a cardinal principle of taxation that levies should fall 
equitably on all citizens. Conversely, it is contrary to democratic ideals and 
inconsistent with the Nation's welfare to tax some citizens only once and other 
citiezns twice on their incomes. However, this inequality actually exists in the 
double taxation of corporate dividends. A tax is imposed once on the amount 
of the dividend as part of the corporation income before it is distributed, and 
a tax is imposed again when the dividend becomes the income of the stock- 
holder. 

This double taxation discriminates against those who derive their income 
from incorporated businesses, in contrast to those whose income is received from 
identical or similar enterprises not incorporated—businesses individually oper- 
ated or partnerships. There is no ethical or logical reason for this differentia- 
tion. In reality, a corporation is merely an organization of numerous partners— 
inactive partners, it is true—who leave management to executives of wide ex- 
perience. Even in smaller partnerships all members do not participate actively 
in the direction of business affairs, entrusting such administrative functions to 
a few able men; in a large corporation, the thousands of stockholders are simi- 
larly “silent” partners. And, as in a partnership, the profits are divided—even 
though in a far larger number of portions than in a partnership which com- 
prises fewer members. 

The “stockholding partners” are far more numerous for the reason that, in 
greater nulbers, they can contribute far greater capital and, when there is need 
for huge investments, only such large aggregations of stockholders can supply 
the monetary requirements. Otherwise, the same expectation of profits—in div- 
idends or similar distribution—prompts investors to risk their funds in all busi- 
ness enterprises, unincorporated or corporations. They should fare the same 
when their shares of the profits are apportioned. 

The indifference to this plight of the stockholders often stems from the mis- 
conception that corporations are owned by a small group of wealthy capitalists. 
Nothing is farther from reality The large corporations belong to millions of 
small investors. They are average Americans—men and women, self-supporting 
girls and widows, farmers and white-collar workers, artisans, and professional 
men—contributing their savings and inheritances to the common fund of the 
corporation, thus providing capital for manufacturing plants, department stores, 
railroads and a vast variety of industrial and commercial activities. 

Particularly numerous are the women who own corporation stock and the 
hardship from such a tax policy probably bears more heavily on them than any 
other single group. A recent study shows that there are over 800,000 women 
stockholders in 5 of our large corporations, They are merely representative of 
scores and hundreds of other companies in which large numbers of women have 
investments and from which they derive income doubly taxed. In the 5 com- 
panies referred to women represented from 45 to 50 percent of the total cor- 
poration stockholders. 


’ 
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How does double taxation affect these women? A simple concrete example 
will illustrate: Widow Smith, left corporation stock by her husband, awaits 
eagerly her semiannual or quarterly dividend check—payable to her out of 
the profits of the company. But those corporations earnings have been taxed 
and her share has thereby been reduced. Now the check is in her hands. But 
not all of it is hers; she must return part of it in taxes, since the dividend 
becomes part of her own taxable income. Thus the buying power of Widow 
Smith and millions of other stockholders is reduced; their diminished pur 
chases reduce demand for the products of mills and factories; as a result 
these manufacturing plants need fewer workers, earn smaller profits. The 
Federal Treasury, in taxing a second time the share of corporate earnings com 
ing to the stockholder as dividends, actually loses potential taxes which it would 
have obtained from the increased earnings of industry if the extra dividends 
were left in the hands of stockholders to spend on manufactured products. 

In the very shadow of the Capitol itself reside the widows of many former 
Members of Congress. Their husbands provided what they thought would be 
ample income for the remainder of their lives, but with the present high in 
dividual and corporate income taxes and the double taxation of corporate earn 
ings, these widows have now found that they are unable to maintain even the 
modest scale of living they expected after their husbands’ deaths. Many of 
them have doubled up in taking small apartments in neighboring apartment 
houses and family hotels. A few steps across the street from the House 
and Senate Office Buildings will verify these statements 

American industry and economy suffers in other ways from the double 
taxation of dividends, The twofold taxation of corporate earnings—the stock 
holder’s share of profits in the company in which he has invested his savings- 
discourages investment in new business ventures and in the expansion of 
existing enterprises. What incentive is there for the investor to buy common 
stock subject to two levies when his income on bonds is taxed only once? Thus. 
instead of equity financing, corporations must turn to debt financing—a system 
which all economists regard as undesirable and fraught with danger to our 
national economy. 

Thus, not only is the double taxation of dividends unfair to the stock 
holders, but its impact upon the Nation's financial structure is of vital concern 
Industrial activity is curtailed; sources of taxable profits are stagnated; ven 
ture capital investments are discouraged; and debt financing made the alterna 
tive. The recipients of dividends are penalized for risking their savings in 
stock; instead of shareholding investors the corporation becomes a debtor of 
bondholders. The Treasury exacts the second tax on dividends and loses po 
tential taxes on a multitude of manufacturers, processors, and distributors of 
products which the stockholders would buy. 

If Congress were able to start from scratch and plan a Federal tax system 
designed to interfere as little as possible with the flow of risk capital into job 
making investments, it certainly would not suggest that the return on such 
capital to the kind of double-tax liability that it now bears. 

We would suggest a review of the effects of this double taxation on recent 
risk-capital financing. We refer to the sale of 2,269,050 shares of common stock 
by the Gulf Oil Corp. on January 2, 1948. In approximately 1 month (February 
10) Gulf Oil received $55 million less for its steck than the market said it was 
worth on January 2. The decline of this stock pulled down all the other oil 
stock, in spite of the fact that the entire oil industry was earning at the highest 
rate in history. The Texas Co. and Cincinnati Gas & Electric Co., old-established 
companies, had similar experiences. In January 1949 the Bethlehem Steel Corp. 
did successful common-stock financing, but the company received over $20 million 
less than book value for it, meaning that every share of old stock was diluted. 

The American Telephone & Telegraph Co., whose common shares are widely 
owned by trust accounts, small investors, and employees, was faced with urgent 
expansion to meet public necessity. It had to increase the debt of its system 
from about $1,200 million to about $3,825 miliion, or 219 percent, in the past 
S years. The system debt is now about 53 percent of invested capital, uncom- 
fortably high, to complete their program, and to bring the debt ratio of the system 
back to the former rate of 3344 percent of invested capital would require about 
$2.08S8 million of risk capital and approximately $124 million more than was 
raised by all American industries in the preceding 3 years. 

Let us assume that in an investment of $100,000 a common stockholder’s share 
of a particular corporation’s profits is $10,000. Under existing tax rates, over 
‘) percent will go to the Federal Government as corporate taxes (plus State 
income taxes in many cases) Assuming the remaining $5,000 (or less) is all 
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paid out in dividends, the stockholder will retain under $1,250 if he is in the 
75-percent tax bracket. Therefore, instead of a 10-percent return on investment, 
his net return is under 14% percent. As a result, potential investors too often 
find it wise and, in fact, more profitable to invest their savings in 2-percent tax 
exempt State and local government bonds But a progressive society very much 
needs the new industry and employment which risk-taking investment provides 

As pointed out previously, a disturbing consequence of high taxation is the 
discrimination against expanding business. Small business customarily depends 
on earnings to expand. Heavy taxation, therefore, cuts off small business at 
the grassroots. The continuous buffeting by high taxes turns into an unequal 
struggle, with the result that too many small businesses give up and close shop 

This country needs the industry, incentiveness, and ingenuity of small business 
These small businesses are the lifeblood of our competitive economy. They 
create new jobs, more production, and a higher standard of living for all the 
people. By continuously challenging the position of established business, they 
are an important guarantor of effective competition and all its benefits. High 
taxation threatens to put an end to this. 

On this subject, Senator George, chairman of the Senate Finance Committee, 
in a published interview, had this to say in 1940: 

“The law should be changed to allow a credit to the individual stockholder for 
taxes already paid by the corporation. As a starter we should provide a credit 
of a certain percentage—say 10 percent or perhaps 16.6 percent, the amount of 
the first-bracket individual income tax. Ultimately we should exempt dividends 
from taxation completely.” 

In accordance with the views expressed by Senator George, we suggest that 
the long-range objective should be to exempt dividends from taxation completely. 
As a first step in that direction, the more immediate objective should be to secure 
for individual taxpayers the right to deduct, in computing their taxable income, 
10 percent of all dividends they receive on common stocks. 

The staff of your committee estimated that for 1949, allowing a tax credit of 
10 percent of dividends received, would result in a reduction in individual income 
tax liabilities of $560 million, which is, of course, a negligible amount in relation 
to present Federal budgets. 

The law already allows a credit of SS percent for intercorporate cash divi 
dends, and thereby recognizes the unfairness of subjecting the same income to 
double taxation. The same consideration of preventing unfair double taxation 
demands that individuals should receive a tax credit for dividends received by 
them The 10-percent credit urged here is a very modest beginning in the 
direction of remedying this grossly unjust imposition of double taxation. 


STATEMENT OF Puitive A, Hersuey, Cerririep PusLic ACCOUNTANT, SAN 
Francisco, Cauir., Re Topre 17 


Because we substitute a share of stock as representative of ownership of a 
corporation's earning power it seems unfair that we should tax that earning 
power at, say, 52 percent and thereafter, assuming that the remaining 48 percent 
was distributed in its entirety as dividends to stockholders, further on an aver 
age tax such income at least 50 percent more thereby having taken out 76 per- 
cent of the basic earnings originally made by the corporation which in effect 
were the earnings of the individual taxpayer. Some method should be developed 
to eliminate this double taxation of income because the earnings are the same 
whether they be in the hands of the corporation or the individual. 


STATEMENT OF THE AMERICAN INSTITUTE OF ACCOUNTANTS, New York, N. Y., Re 
Toric 17, TECHNIQUES FoR ALLEVIATING DouBLE TAXATION OF DIVIDENDS 


ELIMINATE DOUBLE TAXATION OF CORPORATE INCOMI 


The present double taxation of corporate income—once to the earning corpora 
tion, and again to the stockholders upon distribution of such income as divi 
dends—should be mitigated and eventually eliminated. This double taxation 
has two aspects: (1) tax on intercorporate dividends and (2) tax on dividends 
paid to noncorporate shareholders without credit either to the corporation or to 
the shareholder. The tax on intercorporate dividends should be eliminated 


37746—53—pt. 1 38 








582 GENERAL REVENUE REVISION 


Noncorporate shareholders should be allowed a credit against individual income 
tax of a percentage of dividend income equal to the initial combined rate of 
normal tax and surtax on individuals, such credit not to exceed the tax, other- 
wise determined, after applying the credits provided in sections 31 and 32 but 
before applying the credit provided in section 35 of the Internal Revenue Code. 

The Revenue Act of 1913, which established the basis of the present Federal 
income tax, imposed a tax of 1 percent on corporate income and exempted divi- 
dends received from the 1 percent individual normal tax. Individuals were also 
sub/ect to a surtax with an initial rate of 1 percent on surtax net incomes in 
excess of $20,000. Since the rate of the corporate tax and the rate of the indi- 
vidual normal tax were the same and dividends were exempt from the individual 
normal tax, corporate income was subject to only one tax and the corporate 
income tax was, in effect, a withholding tax. Had the Revenue Act of 1913 
provided that the individual was to include in his income the dividends received, 
together with the corporate tax paid thereon by the corporation and then was to 
deduct such corporate tax from the individual tax computed on his income, the 
net tax result would have been the same but a sound basis would have been 
established for the equitable taxation of corporate income by making the corpo- 
ration tax a truly withholding tax. 

Subsequent revenue acts changed the corporate tax rates and the individual 
normal tax rates disproportionately so that the relationship established by the 
Revenue Act of 1913 of taxing corporate income at a rate equal to the individual 
normal tax did not continue throughout the period during which dividends were 
exempt from the individual normal tax. The final step in establishing the double 
taxation of dividends occurred in the enactment of the Revenue Act of 1936, 
which repealed the dividends received credit for individual stockholders, 

Asa result of this development, corporate income at the present time is subject 
to a double burden of tax as compared with business income derived from unin- 
corporated enterprises such as single proprietorships and partnerships and as 
compared with interest and other income. This double taxation becomes mul- 
tiple taxation where intercorporate stockholdings and parent-subsidiary corpo- 
rations are involved, since the corporate income, while passing from the original 
earning corporation to the ultimate noncorporate stockholders, is subject to tax 
in the hands of each intermediate corporation in the chain of stock ownership. 

This condition has resulted in the inequitable taxation of corporate income. 
Stockholders are discriminated against by having their dividend income taxed 
twice, once when the corporate income is taxed to the corporation, and again 
when the dividends paid by such company are taxed to the stockholders. In addi- 
tion, this condition has exerted a disproportionately powerful influence between 
corporate and other forms of doing business. It has led to unbalanced and un- 
sound corporate financial structures through the substitution of borrowings, the 
interest payments on which are deductible, for capital stock issues the dividend 
payments on which are not deductible. The high corporate tax rates, together 
with the high individual surtax rates, have acted as a deterrent to the invest- 
ment of risk capital. This has particularly been evident in recent years in the 
cifficulties experienced by large established corporations in attempting to finance 
expansion programs through common stock financing. Moreover, this condition 
has discouraged or imposed a tax penalty on economically necessary and sound 
parent-subsidiary structures. 

The inequity and the evils of the double taxation of corporate income should 
be immediately mitigated and ultimately completely eliminated, A complete cure 
of this undesirable condition would be to eliminate the tax on intercorporate 
dividends received from domestic corporations and to treat the tax on corporate 
income as a withholding tax in the same manner in which the withholding tax on 
salaries and wages is treated. A requisite for the successful operation of such a 
withholding plan would be a fixed uniform corporate tax rate. Under the present 
situation in which corporate rates are subject to frequent change, the problem of 
identifying dividends as to earnings by years offers rather troublesome adminis- 
trative difficulties, particularly in view of the fact that net income figures are 
often changed during subsequent years upon examination by the Bureau of 
Internal Revenue. : 

Assuming that the corporation income-tax rates w4ll continue to change, then 
the withholding approach would not be practicable. Rather as a step in the right 
direction to the solution of the problem of double taxation of corporate dividends, 
it is urged that the tax on intercorporate dividends be eliminated, thus restoring 
the law in effect prior to 1935, and that a credit be allowed for dividends received 
by noncorporate shareholders equal to the initial combined rate of normal tax 
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and surtax on individual incomes. With respect to the credit against the indi- 
vidual income tax, the credit should be limited so as not to exceed the tax, other- 
wise determined, after applying the credits provided in sections 31 and 82 but 
before applying the credit provided in section 35 of the Internal Revenue Code. 
Thus, there would be no refund of tax if the credit based on the dividends re- 
ceived exceeds the personal tax liability. This plan would subject all corporate 
income to at least the corporation tax rate and it would be simple to administer. 

If it is deemed that relief based on a credit equal to the initial combined rate 
of normal tax and surtax on individual incomes is not warranted at this time 
because of revenue needs, then it is urged that as a beginning a credit equal to 
10 percent of the dividends received be allowed as was done by Canada beginning 
in 1949. If revenue needs are considered as the main reason for not granting 
any relief from the double taxation of distributed corporate income, then it is 
believed that tax rates should be adjusted to produce the necessary revenue 
without this inequity remaining in our tax system. 

It should be noted that both Great Britain and Canada have recognized the 
inequity and the evils of double taxation of corporate income. The longstanding 
practice in Great Britain has been to treat the corporate income tax as a with- 
holding tax at the source with credit being granted to personal stockholders for 
the income tax withheld and paid by the corporation. The basic rate for the 
income tax of 47.5 percent applies to both individuals and corporations. How- 
ever, Great Britain also levies a profits and an excess-profits tax for which the 
stockholder cannot take credit. Moreover higher-income individuals are subject 
to surtax at rates ranging from 10 to 50 percent, against which no deduction 
for the income tax is allowed. 

Since 1949 Canada has permitted individuals residing in Canada a tax credit 
of 10 percent of dividends received from Canadian companies. Unlike the prac 
tice in Great Britain, the net rather than the gross dividend is made the measure 
of the individual tax, and no refunds are provided if the credit exceeds the per 
sonal tax. Beginning with the year 1953, Canada allows a credit of 20 percent 
instead of 10 percent on dividend income. This credit is in excess of the initial 
individual rate for 1953. 

Since both Great Britain and Canada have recognized the inequitable aspects 
of the double taxation of corporate income, it would appear that the United 
States should not lag in this respect and that remedial legislation should be 
enacted. It is believed that in order to maintain its position as a world leader 
of the free enterprise system, the United States should accord its holders of 
equity capital tax treatment at least equal to that accorded citizens of Great 
Britain and Canada. This calls for prompt enactment of legislation which would 
allow a tax credit based on a percentage of dividends received similar to the one 
now granted by Canada. 


(The following is a resolution adopted by the Council of State 
Chambers of Commerce with regard to item 17 :) 


TECHNIQUES FOR ALLEVIATING DouBLE TAXATION oF DIVIDENDS 


The Council of State Chambers of Commerce has repeatedly recommended 
a method of alleviating the inequalities arising in the double taxation of divi 
dends, first as corporate and later as individual income, so as to lessen the present 
discrimination against the income from equity capital and to encourage the as- 
sumption of business risks by those with available funds. The Federal finance 
committee of the council renews this recommendation as follows: 

After computing the taxes on their incomes, including taxable dividends re- 
ceived from domestic corporations subject to the income tax, shareholders should 
be allowed to deduct from their taxes a credit of that percentage of such divi- 
dends which is equal to the initial rate (normal tax plus first-bracket surtax) 
on individual incomes. The credit allowed should not in any case exceed the 
total tax liability. 

This method of alleviating double taxation applies a principle recognized in 
Federal-income taxation before 1936, when dividends were partially exempt from 
the individual income tax. 

The Georgia State Chamber of Commerce endorses the above resolution of 
the Council of State Chambers of Commerce. 

The Pennsylvania State Chamber of Commerce endorses the above resolution 
of the Council of State Chambers of Commerce with the following additional 
recommendation : 
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A long-existing inequity in the present law concerns the double taxation of cor 
porate dividends. The corporation must pay an income tax on its earnings as it 
receives them, and the same earnings are again subjected to income tax in the 
hands of the stockholders when they are paid out as dividends. It is recom- 
mended that this double taxation be eliminated by an appropriate amendment 
to the code 


rATEMENT OF Los ANGELES CHAMBER OF COMMERCE, LOS ANGELES, CALIF., IN RE 
TECHNIQUES FOR ALLEVIATING DOUBLE TAXATION OF DIVIDENDS 


That the double taxation of all dividends (whether received by corporations 
or individuals) be eliminated entirely or, if it is not practicable at this time to 
eliminate entirely the double tax on dividends to individuals, the indivdual be 
given, with respect to his dividend income, credit against his total tax at a rate 
equal to the combined normal tax and surtax rates on the first bracket of surtax 
net income, 


(Thereupon, at 1:37 p. m., Thursday, July 16, 1953, an adjourn- 
ment. was taken until 10 a. m., Tuesday, July 21, 1953.) 
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TUESDAY, JULY 21, 1953 


House or REPRESENTATIVES, 
COMMITTEE ON Ways AND MEANS, 
Washington, D.C. 
The committee met at 10 a. m., Hon. Daniel A. Reed (chairman) 
presiding. 
The CuarirMAn. The committee will come to order. 


TOPIC 18—ACCOUNTING PRINCIPLES 


This morning the committee will hear topics 18 and 19, accounting 
principles and LIFO inventory accounting. 

We have 10 witnesses to hear and it is the desire of the committee 
to close the hearings at not later than 1 o’clock. In the interest of 
fairness to every witness, I am going to ask each witness to restrict 
his testimony to 20 minutes, or Tess, and to ask the members to bear 
in mind—I am speaking to the members now—the schedule which the 
committee is endeavoring to keep. 

The first witness is Mr. Sydney Gelfand, from New York City, 
who will testify on behalf of the Metropolitan Associated Radio, Tele- 
vision and Appliance Dealers of New York. 

Mr. Gelfand, if you will come forward, we shall be very glad to 
hear you. 

Please give your name and the capacity in which you appear. 


STATEMENT OF SIDNEY GELFAND ON BEHALF OF THE METROPOLI- 
TAN ASSOCIATED RADIO, TELEVISION, AND APPLIANCE DEALERS 
OF NEW YORK 


Mr. Ge.tranp. My name is Sidney Gelfand and I am appearing 
on behalf of the Metropolitan Associated Radio and Television Appli- 
ance Dealers of New York. 

The CuatrMan. You may proceed, Mr. Gelfand. 

Mr. Getranp. Thank you, sir. 

The problem I wish to discuss is not the usual limited one of dollars 
and cents to a specific taxpayer or group of taxpayers, but is urgent 
in its effect upon all of the public owning television sets. It has been 
the practice for the consumer making a sizable expenditure of a few 
hundred dollars for a television set to protect part of his investment 
by buying simultaneously a television service contract for a period of 
12 months, which costs anywhere from $60 to $100 and sahaden the 
installation of the set in the home. The company giving the television 
service contract might be the retail vendor who has a service depart- 
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ment or a company that is exclusively a television servicing organiza- 
tion. 

It has also been the practice of most retail television dealers and 
television service companies entering into service contracts with con- 
sumers to report as income in the year received that part of the 
service contract income applicable to the installation of the set, usually 
25 percent of service contract fee, or $15 to $25, and to allocate the 
balance of the service contract income over the life of the service con- 
tract. This method isin accord with proper cost-accounting principles 
and most. accurately reflects the economic income or loss from the 
service contracts. 

The inherent nature of the television set and the quality standards 
adopted by manufacturers to produce a set that could be sold to a 
mass market has practically assured the need for innumerable service 
calls over the life of the contract. In support of this contention I have 
with me bulletins sent out by Admiral, Crosley, Capehart, DuMont, 
Emerson, Hallicrafter, Motorola, Philco, R. C. A., Rembrandt, Shaw, 
Spartan, Stromberg-Carlson, Westinghouse, and Zenith relative to the 
defects in their respective sets with suggestions for correction by serv- 
ice companies. 

I will not refer to these bulletins by reading them, but I should like 
to quote certain parts of a study conducted by the National Electrical 
Wholesalers Association compiled under the chairmanship of J. A. 
Vassar, of Westinghouse Electric Supply Co. This report published 
in 1949, and applicable today, answers the question “Are television 
receivers normally trouble free?” as follows: 

The answer to this is a decided “No.” Television receivers employ so many 
small intricate components and vacuum tubes that it is normally not expected 
that a receiver will operate without some form of trouble during its life. This 
is particularly important during its very early life when it is new. At this 
stage a consumer may believe that he should not have had a “breakdown” so 
early that the receiver, consequently, is a poor one. Actually, the expected 
failure of vacuum tubes is greatest during the very early life of the set, and the 
owner should not be alarmed at several such cases. It is not feasible economi- 
eally for manufacturers to produce receivers which are virtually trouble free and 
it is impossible to do so and still produce a reasonably priced product. 

On page 4, the following statement appears: 

Television receivers employ so Many, many components that it is not unusual 
for a series of failures to occur in the same receiver. The failure of almost any 
one of the thousand components will generally cause failure to the receiver, 

On page 5, of the study, appears the following: 

There are many defects in television receivers which are difficult to analyze 
and trace. Although these represent only a small percentage of failures, it 
must be expected that your serviceman will frequently make attempts at repairs 
without success. It may be that a series of such attempts will be necessary before 
a final repair is effected. 

To the question, “Are consumer complaints generally founded on 
fact?” the following answer is given: 


Experience indicates that most consumer complaints are justifiable. This does 
not mean that they are curable, but it does mean that some form of correction 
or explanation is in order, Servicing dealers as well as service agents have 
frequently made the mistake of assuming that most consumer complaints are 
figments of the imagination or strictly nuisance cases. This is an erroneous 
point of view and can frequently lead to embarrassment. The misconception 
arises because so many consumer complaints are not easily satisfied (p. 5). 
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On page 10, the following comments are made with regard to the 
number of calls per set to be ¢ anticipated : 

The number of service calls required per year, per set, is a difficult figure to 
predict because there are so Many independent governing factors. An approxi- 
mation, however, can be offered which should be of value if the modifying torces 
are taken into account. These forces are: the quality and dependability of your 
particular receiver; the quality of the local television station(s) ; the quality of 
your technical men; the quality of your installations; the extra functions of 
your television receiver. 

The educated opinion of the committee which is based on personal experience, 
plus consultation with other service organizations, is that the minimum average 
will be 5 per year. It is also agreed that 10 per year is above average. A safe 
figure is around 7 per year, exclusive of the original installation. 

This average of 7 calls per set per year after installation has proven 
to be too optimistic. It is not my intention to burden this committee 
with the technical details of the service bulletins of the television- 
manufacturing companies. The im port of all these bulletins is to 
to the effect that practically all models of television sets have inherent 
defects in design, quality of parts, or workmanship. This fact, plus 
the corollary one, that many service calls would have to be made, 
are known at the time the sale is effected. In addition to faulty-set 
operation, service calls also have to be made for adjustments to prop- 
erly receive the signals of newly opened televising stations. 

Experience has proven that the actual profits realized on service 
contracts are nominal at best and often losses are sustained. How- 
ever, the vendor must enter into a service contract to effect the sale 
of the set. The nature of the technical-service problems can be gar- 
nered from the information bulletins supplied by a television dealer 
in the New York metropolitan area to its servicing personnel. 

A study recently completed of television-service costs by a large 
independent television dealer in the metropolitan New York area 
covering a 3-year period discloses television-service costs of $15.7 
per month per contract in the taxable year ended 1947, $11.50 a 
month per contract in the taxable year ended 1948, and $10 per month 
per contract in the taxable year ended 1949. These amounts com- 
pare with average service income of $112 per contract for 1947, $8 
per contract for 1948, and $82 per contract for 1949, 

Three of the largest companies in the New York metropolitan area 
engaged solely in television-service work have failed, due to the fact 
that the contract-service income did not meet the costs. 

One of these companies, Conlan Electric Corp., according to its 
petition filed with the United States district court, states that losses 
had been sustained in excess of $1 million since entering the television- 
service field after World War II. At the time of its petition, this 
corporation had more than 20,000 contract holders, with the face value 
of the contracts set as $1,500,000. The bankrupt corporation blamed 
its financial plight on the scale of wages, cost of parts, and other items 
of overhead. It stated: 


We cannot charge the customer enough to handle the account properly and 
still make a profit. 

A second large television-service company that failed was the Pru- 
dential Television Service Corp., with more than 25,000 service con- 
tracts outstanding. The president of Prudential Television Service 
Corp. stated that the biggest trouble with the present type of service 
contract was that no standards are or can be written into it. Whether 
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the set is working properly or not is a matter of individual consumer 
opinion, with the result that the contractor is called in at the whim 
of the set owner. Service firms are thus operating on a fixed charge, 
with an uncontrollable cost factor. 

There was another company which failed and I received the in- 
formation too late to incorporate it into the report. This is from 
the Sunday News of August 13, 1950, and it is headed: “District 
Attorney Launches Inquiry of TV Service Firms.” This firm, the 
Capital Television Corp.. in Brooklyn, had 15,000 contracts. The 
contracts paid in died $1 million a year and they failed. 

Now, the point I want to make is that very little money, if at all, 
is made on a television servicing contract. It is taken by television 
servicing companies or television dealers in order to effect the sale of 
the set. However, if under the present law, if the amount received is 
to be deemed income when received, why a tax has to be paid and most 
sets are sold before the Christmas season and the service has to be 
rendered in the subsequent year. 

According to Retailing Daily, reporting the failure of Prudential 
Television Service Corp. : 

The root of the trouble lay in the fact that the majority of receivers being 
turned out now (November 1951) are badly made, poorly inspected, and shipped 
with parts missing. In many cases, it was charged, soldering of connections was 
not completed. These charges have been consistently made by the dealers and 
servicemen for the past 6 months, and the widespread confusion and expense 
they have caused have been reported on a number of occasions in these columns. 
In spite of the barrage of complaints, the situation had not improved in recent 
weeks but on the contrary had deteriorated in the opinion of servicing dealers 
and contractors. 

The average number of calls per set made by Prudential Television 
Service Corp. was as high as 17 or 18 per year per contract. 

The failure of these two large television service organizations, as 
well as many smaller ones, resulted in many complaints being filed 
with the office of the attorney general of the State of New York, which 
had the field of television service contracts under consideration for 
some time. Many New York City and State officials called for an 
investigation of television servicing procedures, which resulted in the 
request that all dealers and companies entering into television service 
contracts consider themselves as trustees for the amounts received on 
such contracts. In fact, many dealers servicing television sets entered 
into escrow and bonding agreements with banks and bonding compa- 
nies under which the dealer would deposit service contract income other 
than installation charges with the bank in an escrow account to be 
released one-twelfth each month to the dealer. In turn, the bonding 
company guaranteed the performance of the service contract. Due to 
the losses sustained and the risks involved, the bonding companies 
soon canceled such agreements. 

On January 9, 1952, bill No. 76 was introduced in the Assembly of 
the State of New Y ork providing in part as follows : 

All payments of money received from the purchaser or owner of a television 
receiver by any person, firm, or corporation under contracts hereafter made by 
such person, firm, or corporation as a consideration for the promise or 
agreement of such person, firm, or corporation to service television receivers or 
any apparatus or equipment incidental thereto or connected therewith for a 
period of time longer than 1 month, are hereby declared to constitute trust 
funds subject to withdrawal and use by such person, firm, or corporation to the 
extent and in the manner described by this section 
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The bill further provided: 

All such payments of money hereafter received shall be held in escrow and 
deposited in a special account opened in the name * * * separate and apart 
from all other moneys belonging tothe business * * *. 

Upon the promise of the industry to better regulate itself to insure 
adequate resources to pay for service costs, this bill was not enacted. 

The present interpretation of section 22 of the Internal Revenue 
Code by the Bureau of Internal Revenue requires the reporting of 
income when received even by an accrual-basis taxpayer. Obviously 
such an interpretation is going to aggravate the problem of the tele- 
vision servicing company and must certainly limit its ability to pro 
vide the service required to thousands and thousands of consumers. 
For instance, assume an individual buys a television set shortly be 
fore Christmas, a peak season, and enters into a yearly television- 
service contract, including installation, for $80. TYie television-serv- 
icing company will consider $20 earned for installation cost, and 
defer $60 over the next year, picking up $5 income per month. If 
it is lucky, the service costs should not exceed the $60 and probably 
will be between $55 and $60. However, if the $60 is taxed as income 
when received, income taxes up to 52 percent have to be paid, leaving 
the servicing company $28.80 to meet its expenses of $55 to $60. This 
deprives the taker of the contract of the financial means of servicing 
the contract and makes it practically impossible for the servicing 
corporation to comply with public policy of protecting thousands 
of consumers holding service contracts. 

This problem was presented to the Bureau of Internal Revenue 
for administrative relief with the request that the Bureau’s ruling, 
established in I. T. 3369 Cumulative Bulletin 1940-1, page 46, be 
considered a precedent for reporting television-service contract in- 
come. This ruling, which is not lengthy, provides as follows: 

Advice is requested regarding the proper method to be used by publishers 
of periodicals who keep their accounts and file their returns on the accrual 
basis in reporting income and deductions with respect to prepaid subscriptions 
where the subscription period extends beyond the taxable year in which the 
subscription income is received. 

There are two methods employed by publishers with respect to such income. 
By the first method, the publisher reports all of the income received from 
prepaid subscriptions, which cover periods extending beyond the taxable year, 
for the year of receipt of the income. By the second method, the publisher 
reports an aliquot part of the subscription income for each year of the subscrip 
tion period. 

It is held that where a publisher of periodicals has, over a period of years, 
followed consistently either of the two methods outlined above, he may con- 
tinne to file his returns on such basis, he will not be required to change to the 
other basis, and his net income for the past years will not be redetermined 
on such other basis. However, if the publisher uses the second method of 
reporting subscription income, all expenses incurred during the year in which 
the subscriptions are obtained, which are applicable to the obtaining of the 
subscriptions, or to the subscriptions themselves, shall be spread allocably over 
the subscription periods in the same manner as the subscription income. 


I requested the Commissioner of Internal Revenue for the appli- 
cation of such an administrative ruling to television-service contracts 
with respect to receipt of this television-service income so that the 
company would have the means to meet the service contracts and not 
fold up. 

The Bureau, while orally expressing its sympathy in the matter, 
advised that since the question was at issue in the field, it would not 
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make any ruling on the matter, but the field office was not prevented 
from seeking advice or information from Washington if it so desired. 
Unfortunately, due to administrative decentralization, it is not the 
usual policy for the appellate division in New York, where the matter 
now hes, to request advice or information from Washington, and it 
has not done so. The field offices say they are decentralized and 
that they do not have to write to W mama for advice, and suggest 
that they are not included to following that ruling, because they say 
that is administrative handling and that the *y are in no position to 
make use of administrative rulings and that they do not have the 
authority to do so. 

The problem is particularly an acute one now because television- 
servicing areas are opening up all over the country as new stations 
go up, and there will be new areas in which these television- servicing 
contracts are put into effect. If the tax law is going to take away 
this money before the expense is incurred, the television-servicing 
companies are going to fold and maybe 1 million consumers will 
eventually be atfec ted by not being able to get the service they have 
paid for. 

To insure the protection of hundreds of thousands of consumers 
and perhaps millions, as new television areas are opened, holding 
television-service contracts from unjustifiable losses, and to prevent 
extraction of taxes where no economic income really exists, it is 
essential and urgent that the code be amended to provide that amounts 
received in connection with services to be rendered over a period of 
time be considered taxable income over the same period of time. 
The reporting of taxable income will then match with the expenses 
incurred and reflect true economic income. 

Since the tax liability of companies supplying television service 
on contract is at issue for prior years, the determination of which 
will affect the ability to service current contract holders, it is urged 
that the requested legislation be made applicable to all open years 
where taxpayers have followed a consistent policy of allocating the 
income over the period of service contracts. 

I would like to read a further statement from the bill which was 
introduced in the General Assembly of the State of New York, 
which is as follows: 

Any such person, firm, or corporation who or which uses or applies or consents 
to the use or application of such funds in violation of the provisions of this 
section is guilty of larceny and punishable as provided in section 1302 except that 
such person, firm, or corporation shall not be subject to the provision for addi- 
tional imprisonment prescribed by such section for the failure to pay a fine 
imposed pursuant to such section. 


That is the balance of the section which I previously read. 

That concludes my statement, Mr. Chairman. 

The Carman. Are there any questions of this witness? 

Mr. Jenxins. I want to make one observation. It would seem 
to me that your companies or the companies that you represent and 
for whom you speak, are new in the business and they are dealing 
with this television which is a new thing, and engaged in the sale of 
television, which as you set out is a different program from nearly 
anything else that is sold on time payments. When we come to make 
a pattern to pass a law to cover this situation of LIFO, it would seem 
to me that the more substantial and more permanent industries or 
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businesses would be the best model by which we could be guided, 
rather than this new program of yours, which is largely experimental. 

Mr. Getranp. I am not referring to the inventory question of the 
earnings; I am referring to servicing income. In other words, they 
receive $80 to service the set all the year, but what I am requesting is 
that they be permitted to take this $80 and defer it over the year for 
which they have to render the service. 

Mr. Jenkins. That is a good reason for your position and I agree 
with you. 

Mr. Getranp. If they do not defer it, the tax is paid as soon as they 
get the money, and it is a growing industry and they are only able to 
meet that tax by taking income from new contracts to pay it and then 
comes the day of reckoning when they do not have the Sone ‘ial means 
to service the contracts because Uncle Sam has taken away a big bite 
before the expenses were incurred. 

The Cuarrman. It is a little like tue spreading of attorney’s fees 
over a period of years. 

Mr. Getranp. Not exactly. 

The CuatrMan. No, it is not exactly, but it is on that order. 

Mr. Getranp. This is not spread over a period of years. Here it 
actually prevents in some instances the rendering of service which 
the companies are morally bound to render. 

The Carman. Well, thank you very much for your explanation 
here and the comments which you have made. 

Mr. Getrann. Thank you very much, Mr. Chairman. 

The Cuamman. The next group of witnesses is from the American 
Institute of Accountants. If you gentlemen will come forward and 
give your names for the record and ‘the capacity in which you appear, 
the committee will appreciate it. 

Mr. Green. Thomas J. Green, New York, general chairman, com- 
mittee on Federal taxation. 

Mr. Serpman. J. S. Seidman, New York, chairman, subcommittee 
on long-range policy, committee on Federal taxation. 

Mr. JeNsEN. Wallace M. Jensen, Detroit, chairman, subcommittee 
on current legislation, committee on Federal taxation. 

The CuatrMan. We are glad to see you and you may be seated. 

Who is going to testify first ¢ 

Mr. Green. I am, sir. 

The Cuatrman. We shall be glad to hear you now, Mr. Green. 


STATEMENT OF THOMAS J. GREEN, NEW YORK, GENERAL CHAIR- 
MAN, COMMITTEE ON FEDERAL TAXATION, AMERICAN INSTI- 
TUTE OF ACCOUNTANTS 


Mr. Green. I have no written statement, Mr. Chairman. I am 
Thomas J. Green and I am appearing here as chairman of the Federal 
taxation committee of the American Institute of Accountants. 

The American Institute of Accountants represents more than 21,000 
of the certified public accountants of the United States, and in our 
capacity as taxmen we have opportunities to observe tax practices as 
perhaps no other group has an opportunity to do. 

We are extremely happy to make our appearance here this morning 
before the Ways and Means Committee. 
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We submitted in writing earlier in the year—back in January— 
some 58 written recommendations. We have had a conference with 
the Joint Committee on Taxation on those recommendations and we 
were tremendously encouraged by the reception accorded us in our 
conference. 

The Cuairman. We want you to know how much we appreciate the 
contribution you made in those conferences. 

Mr. Green. Thank you. I might report the progress of the sub- 
committee which was appointed as a result of that conference. 

The chairman of the Joint Committee on Internal Revenue Taxa- 
tion at the conference in February requested us to get a group together 
to draw up a statement of generally accepted accounting principles 
covering the divergencies bet ween those principles and the tax laws. 

I am happy to report that a very representative group has been 
appointed by the American Institute of Accountants and is very 
actively working on that report. We are more than halfway through 
it. We have a “rough first draft, and I might indicate that we are 
endeavoring to have in your hands that report somewhere around 
October 1 

The CHarrmMan. We appreciate that very much. 

Mr. Green. In addition (and as to the written representations) , 
since the committee has decided upon the topic by topic approach, we 
have from time to time, as the daily hearings have been held, resub- 
mitted our written recommendations on the various topics. We have 
made some recommendations above and beyond our original ones and 
we are here today to reiterate and emphasize particularly those matters 
having to do with accounting principles. 

We are thoroughly concerned with the fact that sections 41, 42, and 
43 are really the keystone arch of the Internal Revenue Code—the 
very bedrock on which net income is determined—that we thought our 
appearance on an oral basis here today was vitally necessary in addi- 
tion to our having made the written submission. 

We have regarded the question of the divergence between account- 
ing principles, business practices, and the enunciation of those prin- 
ciples in the tax law, as shown by regulations and court decisions— 
we regard those divergencies of such a serious nature that we think 
somewhere a correction is needed. 

I might take a moment just to describe the various types of concept 
of income. There are, roughly, three concepts of income. The eco- 
nomic concept, the financial concept, and the statutory or taxable 
income concept. 

We are not proposing to deal here today with the economic con- 
cept because that, for tax purposes, is entirely too broad. The eco- 
nomic concept, for one thing, recognizes gain on unrealized trans- 
actions. In other words, it calculates wealth on a market-value basis 
and that becomes income in that situation. 

So, we will dispose of the economic concept and address ourselves 
to the difference between business income and accounting income, the 
way the businessman sees it and the way it is ordinarily put into 
operaton in a business and how it is enunciated in the tax laws. 

Some of the divergencies can be explained and we shall not address 
ourselves to those that can be explained. For instance, there is the 
constitutional type of difference whiclr expresses itself in the March 
1, 1913 date of valuation. Nothing can be done about that. There is 
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the statutory difference whereby depletion is determined on a per- 
centage of income basis and this is a matter of statutory grace. On 
that type of item, we are making no comment. Then, there is a dif- 
ference arising between the way books are kept on the basis of trans- 
actions affecting previous years, whereby accounting methods filter 
these transactions through the surplus accounts; there are debits and 
credits in the surplus account which will differ, naturally, from the 
current income on a tax basis. Those transactions can be explained 
in terms of the fact that thye relate to other years than the current 
vear and, therefore, they are explicable and we will not address our- 
selves to those. 

Then, there are certain optional treatments accorded taxpayers; 
for instance, the right to set up a reserve for bad debts and take a 
deduction therefor, not strictly on the basis of what actual bad debts 
were suffered in the year, but on the basis of an estimate. 

Another type of optional treatment accorded in the law is that with 
respect to treatment of intangible drilling and development expenses 
where the taxpayer is accorded the privilege, for tax purposes, to take 
a deduction, but he has the option to capitalize on his books. Again, 
that is a matter of optional treatment accorded through the legisla- 
tive process and we shall not address ourselves to that. 

Our main concern involves those items having to do with the timing 
and the realization of income and the timing with respect to the de- 
duetibility of expenses. In that area the various interpretations of 
the Internal Revenue Code, the decisions handed down by the courts 
and the regulations do the greatest violence to accounting principles 
all resulting from, perhaps, overzealous tax administration or erro- 
neous judicial interpretations. 

Perhaps, the most outstanding differences in this respect is the one 
that we indicate as our No. 1 item of difference in our written recom- 
mendations. That has to do with prepaid income. Perhaps, the 
most outlandish example in that area is the case where a lease is 
entered into for a 10-year period, involving, let us say, a total rental 
of $10 million. The reason the tenant was asked to pay in advance 
on the 10-year basis was the very point of being able to pay the 
broker’s commission. Under judicial interpretation, and such judicial 
interpretation has filtered its way into administrative policy, the 
taxpayer in that case is forced to report his income—the entire $10 
million—in the year of receipt. The broker’s commission must be 
spread out and deducted over a 10-year period. This completely 
violates what we as accountants regard as a sacred principle—that 
is the matching of expenses with the income to which it is attributed. 

There are a number of other-examples in that category which | 
will not take the time to go into. 

There is only one thing to do to get that situation back to a sane 
level and that is that Congress must recognize that the “claim of 
right” doctrine and the “unrestricted use” doctrine which have given 
rise to these ridiculous laws be scrapped. 

The same type of inequity exists with regard to estimated expenses. 
Here, again, as accountants, we see the real test to be a relation of the 
expense item to the income to which it is attributed and that must 
be based on recent past experience and what comparable businesses 
are doing. In that area you have the anticipated cash discount on 
vecounts receivable. If a business over a period of 5 years, let us 
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say, reasonably anticipates that 8 percent of its customers tradition- 
ally take cash discount on their accounts as of the year-end period, 
there is no reason in the world why that estimate, based on satis- 
factory experience and comprehensive study, should not be accepted. 

However, under the present administrative interpretation, those 
items are not acceptable as a deduction on an estimated basis. I will 
not go into any extended discussion with respect to property and 
franchise taxes, but suffice it to say that there again those items should 
be deductible in a sane accounting manner, based on the privilege 
year involved. The privilege year involved—in the case of a fran- 
chise tax, or the fiscal year of the municipality or State government 
should govern. ‘This treatment will obviate the necessity of having a 
revenue agent come in and make 101 different adjustments with re- 
spect to various municipal and State taxes. We spell that out at 
some length in our written recommendations and I will not dwell on 
that any further here. 

There are a number of other divergencies which we think need cor- 
rection. One is not mentioned in our written recommendations and 
that concerns treasury stock. There, under administrative interpre- 
tation, a company which buys its own stock and later resells it at a gain, 
is taxable on that gain. We, as accountants, regard dealings in the 
company treasury stock as a capital raising transaction, which should 
be subject to no gain and no loss. We think the artificial distinction 
as between whether a company keeps stock in its treasury and sells it, 
or after acquiring that stock, cancels it and then sells it is ridiculous. 
We think that treasury stock sales should be accorded nonrecognition 
of gain or loss in the Internal Revenue Code. 

It may be that some of these inequities can be corrected adminis- 
tratively and we have been given some indication that the Internal 
Revenue Bureau has that in mind (particularly regarding prepaid 
income and estimated expenses), but with the weight of the decisions 
and with the background of a number of regulations, we think that 
the only real way of attacking this problem is for a congressional clari- 
fication. 

We do not think that sections 41, 42, and 43 need amendment; we 
think they clearly specify that a proper method of accounting is the 
way of arriving at a true net income. However, because of the fact 
that sections 41, 42, and 43 do not have a cross-reference and are not 
keyed to section 22—A, having to do with gross income, and are not 
keyed to section 23, having to do with deductions, that that lack of 
cross-reference ia keying has been a great reason for a number of 
these divergencies. 

We, therefore, recommend that Congress in its wisdom set up a 
clarificaton measure which will properly key the use of generally 
accepted accounting principles to the determination and the timing 
of gross income and the deductions attributable thereto. 

My associate, Mr. Seidman, who will follow, will discuss some of 
the more important phases of apportionment of income over a period 
of years and Mr. Jensen will follow with a discussion of LIFO inven- 
tory on a cost or market basis, which we feel is a generally accepted 
accounting principle. Mr. Cowing of Philadelphia, is associated 
with Mr. Seidman on the apportionment of income problem. 
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Thank you, indeed, Mr. Chairman, and gentlemen of the committee. 

The Cuarrman. We thank you, Mr. Green. Are there any questions 
at this time? 

Mr. EpERHARTER. Mr. Chairman, I just want to ask Mr. Green 1 
question or 2: 

Are you familiar with the, you might say, practice of the Internal 
Revenue Bureau with relation to these coal-stripping corporations, 
where the coal stripper is compelled to set out as a reserve, or take 
out of his receipts as a reserve, at the time he sells his coal a certain 
amount so that he can use that money to replace the overburden ¢ 

Mr. Green. It is my understanding that the treasury stock situation 
does not make an allowance for that. What is your specific question ? 

Mr. Exeruarrer. The question is this: When the coal stripper sets 
aside as a reserve and takes out of his receipts on his sale of coal a 
certain sum of money under the laws of the States for replacing that 
overburden, the Treasury does not allow as a deduction in that year 
the amount taken from his receipts for the replacement of the over- 
burden ? 

Mr. Green. Is that the back-filling process, as it is called? We 
are not only familiar with it but we are to cover that in our statement 
of generally accepted principles which is to be submitted later. We 
think there should be some ty pe of allowance. That is tentatively 
under consideration and, before our report is written, there should be 
an allowance for that type of item. 

Mr. Exsernarter. In other words, if the State law requires 10 cents 
per ton to be taken from the receipts from the sale of coal, that much, 
at least, should be allowed to the taxpayer as he takes that money out? 

Mr. Green. That is right. 

Mr. Evernarrer. And in the year he takes it out and the year he sells 
the coal ? 

Mr. Green. Yes, sir. That is somewhat akin to the percentage- 
depletion idea that you have got to relate your expense for that general 
item to the income which is now being earned and reported in the cur- 
rent period. 

Mr. Eseruarrer. Thank you very much. 

The Cuatrman. Thank you, Mr. Green, and we will now hear from 
Mr. Seidman. 


STATEMENT OF J. S. SEIDMAN, CHAIRMAN, SUBCOMMITTEE ON 
LONG RANGE POLICY, COMMITTEE ON FEDERAL TAXATION, 
AMERICAN INSTITUTE OF ACCOUNTANTS, NEW YORK, N. Y. 


Mr. SeripMan. Gentlemen, my name is J. S. Seidman and I am from 
New York City. 

I am here in behalf of the committee on Federal taxation of the 
American Institute of Accountants. 

The Cuatrman. I want to thank you, too, Mr. Seidman, for your 
fine contribution in helping us on this code. 

Mr. Serpman. We are very happy to be of help. 

The part to which I want to concentrate attention has to do with 
the determination of income. 
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As you gentlemen know, in arriving at income, there are always 
three tough basic principles. One is: What is income¢ The other 
s: When is it income? And the third is: To whom is it mcome? I 
will devote myself just to the problem of, When is it income? 

That problem is complicated because in business practice and tax 
practice income is determined annually. That means that annual 
compartments are set up and allocations must be made to each of these 
compartments in order to determine whether for any 1 year the income 
is correctly determined. On the other hand, in practical life, the 
period of developing, earning, and collecting income defies the calen- 
dar. Obviously, the more the compartments and the shorter the 
period, the more intensified becomes the problem of allocation. Con- 
versely, the fewer the compartments and the more elongated the time 
period, the less diflicult it is to determine the income because there are 
fewer allocations. 

What we would like to propose to you is to elongate those compart- 
ments so that when taxes are determined we will be working with 
much longer or much wider compartments than just 1 year. What 
I would like to suggest to this committee is that we try to dissolve 
or perhaps eliminate the whole problem of timing by taking a larger 
period than 1 year and work with the average income within that 
period. 

Now, when I say average income, I do not have reference to the type 
of averaging that was considered as item 9 on the committee agenda. 
[ think you gentlemen will find upon study that that type of averaging 
is complic ated, rigid, and impractical. The plan that we have in mind 
we feel ‘adlanaalas flexible, and practical. 

We say that the best period for the measurement of income is a 
7-year period. Our suggestion is that each year’s tax be determined 
in this way: If the income for any 1 year is less than the average in- 
come for the preceding 6 years, the tax be determined in the way it 
Is now. 

On the other hand, if the current income be in excess of the average 
income for the preceding 6 years, then the tax would be computed on 
the basis of the average income for the 7 years. 

The way it would be computed would be this: The year’s ince: me 
would be regarded as the average income for 7 years and the tax at 
the current rates would be c omputed on it and multiplied by 7. This 
would give a figure for a 7-year tax. We want a tax for 1 y We 
would, therefore, reduce that amount by the tax that would anel on 
the average income for the preceding 6 years; again, on the basis of 
the current tax rates. The difference between the 7-year amount and 
the 6-year amount would be the tax for the current year. 

Specifically, suppose the current year’s income is $45,000. At the 
present tax rates, that results in a tax of $25,000. Now, if the pre 
ceding 6 years’ average income was $50,000, so that this year’s income 
is lower than the preceding 6-year average, the t: 1X would be $25,000, 
just as it is today. But if the preceding 6 years’ income was only 
$10,000, meaning that in the current year the taxpayer has experienced 
some sort of windfall, then the tax would be determined in this way : 
The average for the 7 years is an income of $15,000; the tax on $15,000 
is $5.300: for 7 year . the tax on $15,000 would be $37.000. 

As the average income for the first 6 years was $10,000, the tax on 
an income of $10,000 at current rates would be $3,000 a year. For 
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6 years that is $18,000. The tax for the current year would be the 
difference between the $37,000 and the $18,000 or $19,000, compared 
with a tax of $25,000 that a person now pays on a $45, 000 income. 

Now, I want to point out to you the salient features of this proposal. 
Approaching each year’s tax in the way mentioned there are no re- 
funds for prior years; there is no refiguring of the prior years’ tax; 
there is no need ‘for special rate schedules; there is no working with 
prior years’ tax brackets; there is no freezing of rate brackets; there 
is no freezing of rates; and there is no tax when there is no income. 

From the standpoint of social and economic policy, we feel that the 
type of income that does fluctuate is the character of income that 
needs favorable consideration in that the fluctuating income generally 
comes to the fellow who is ready to gamble and take risks and, there- 
fore, may come out with a “killing” one year and a “dry” period for 
other years. His tax today is greater than the fellow who is playing 
it safe, the fellow who has the steady income, although the total 
income of each individual may be the same. 

Yur approach is not a theoretical ideal of averaging, but rather a 
practical approach to the determination of the current year’s tax in 
terms of a reference back to income in 6 other years. 

We mention a 7-year span for these reasons: In the first place, the 
conventional economic theory of the business cycle is that of 7 years. 
Furthermore, in the tax law today we are working with a 7-year period 
under the provision about net losses in that if a net loss is sustained 
in 1 year now you carry it back 1 year and go forward for 5 years. 
So that the total span is 7 years. Any longer period of averaging 
will run into problems about digging up past records in order to get 
the necessary information. 

There are various technical features that would have to be dealt 
with as part of this plan. I am not going to discuss them here, but 
we will be glad to submit them in supplemental memoranda if the 
committee be interested. 

What we do want to indicate is that we have found that none of the 
technical matters is a deterrent in that they all can easily be dealt 
with. 

Finally, what would be the revenue effect of a program of tax 
determination in this way? Well, if we assume that we have a static 
economy so that the day after a program of this type is adopted there 
is no difference at all, then, naturally, the effect will be that of a 
decrease in revenue. That, of course, would have to be adjusted 
through a change in rates, which, in our opinion, is as it should be, 
in that at the present time the fellow with the stable income who is 
playing it safe is riding the back of the fellow who is venturesome 
and who is taking a risk and gambling and, therefore, has a fluctuating 
ineome. 

Actually, with the program we propose for tax determination, there 
would be released a foree of energy and interest in venture capital 
because there would be reward—the present tax penalty on income 
that fluctuated. With such a program our economy would be increas- 
ingly dynamic and the ov — national income would be increased. 
To that extent there would be a diminution, if not a counteracting, of 
the loss in revenue. 

That concludes my statement. Thank you very much. 

The Cuamman. Thank you very much, sir, for your contribution. 


37746—53—pt. 1—_——39 
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(The following material was submitted for the record on topic 18:) 


STATEMENT OF THE NATIONAL ASSOCIATION OF MANUFACTURERS ON Topic 18, 
ACCOUNTING PRINCIPLES 


This is an area in which there is great need for changes in both the rules 
and philosophy of tax administration. Existing practices are needlessly arbi- 
trary in their invasion of managerial prerogatives and interference with sound 
business practices. 

As a general matter, the situation should be corrected by giving greater recog- 
nition to the results of business accounting in the determination of business 
net income. That is, where management is following accepted standard account- 
ing procedures, modified consistently in some cases to reflect the taxpayer’s own 
operating experience, the results should be conclusive as to the taxpayer's net 
income. 

More specifically, taxpayer’s consistent policy of expensing major repairs, 
intangible research, devedopment and exploration costs, tools, jigs, dies, and 
fixtures, shortlived capital assets and the like should be accepted for tax 
purposes. 

In addition, reasonable additions to reserves created to fulfill future obliga- 
tions arising from current operations, such as reserves for product warranty, 
cash discounts, and advertising commitments, should be recognized for tax 
purposes. 


STATEMENT ON BEHALF OF THE AMERICAN Bar ASSOCIATION IN RE Topic 18, 
ACCOUNTING PRINCIPLES (SucH as THOSE RELATING TO TIMING AND COoRRELA- 
TION IN REPORTING INCOME AND EXPENSES) 


Inasmuch as a representative of the American Bar Association will not 
appear in person on the above topic it is requested that this statement be received 
and filed. 

Section 44 (b) permits use of the installment method, in the case of sales of 
realty and casual sales of personalty, only where the payments during the 
taxable year in which the sale is made are less than 30 percent of the selling 
price. Where no payments at all are received in the initial period, the Treasury 
holds that the conditions are not met and the installment method may not be 
used. The proposed amendment would avoid this interpretation and would 
permit application of the instalment sales provisions were no part of the selling 
price is received during the taxable year. 

A provision to make the recommendation effective was contained in the 
Reed-Camp bill, as follows: 


“Sec. 117. INSTALLMENT SALES 


“Section 44 (b) (relating to sales of realty and casual sales of personalty) is 
hereby amended to read as follows: 

“*(b) SALES OF REALTY AND CASUAL SALES OF PERSONALTY.—In the case (1) 
of a casual sale or other casual disposition of personal property (other than 
property of a kind which would properly be included in the inventory of the 
taxpayer if on hand at the close of the taxable year), for a price exceeding 
$1,000, or (2) of a sale or other disposition of real property, if in either case 
the initial payments do not exceed 30 per centum of the selling price (or, in 
case the sale or other disposition was in a taxable year beginning prior to 
January 1, 1934, the percentage of the ceiling price prescribed in the law appli- 
cable to such year), or if no cash or property other than evidences of indebtedness 
of the purchaser is received during the taxable period in which the sale or 
other disposition is made, the income may, under regulations prescribed by 
the Commissioner, with the approval of the Secretary, be returned on the 
basis and in the manner above prescribed in this section. As used in this 
section the term ‘initial payments’ means the payments received in cash or 
property other than evidences of indebtedness of the purchaser during the tax- 
able period in which the sale or other disposition is made.’ ” 
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STATEMENT OF AMERICAN Gas ASSOCIATION, NEw York, N. Y., IN Re Feperat 
Stamp TAxEs AND OTHER CapitaL Stock ISSUANCE EXPENSE 


Expenses relating to the organization of a corporation, such as incorporation 
fees, attorneys’ and accountants’ charges are held by the courts to be capital 
expenditures which are not deductible from gross income. This rule appears 
equitable relative to the receipt by a corporation of the subscription price of 
shares of its capital stock upon issuance, and gives rise to neither taxable gain 
nor deductible loss, whether the subscription or issue price be in excess of, 
or less than the par or stated value of such stock. 

However, our present scheme of taxation fails to recognize the aspect of 
ordinary and necessary expenses with respect to certain capital stock issuance 
expenses, for example, I. T. 3806 CB 1946-2, 41 issued by the Bureau of Internal 
Revenue specifically forbids the deduction of Federal stamp taxes paid by a 
corporation on issuance of its stocks. 

The utility industry requires large amounts of capital and on the average 
has about $4 invested in plant and equipment for every $1 of revenue. This 
compares with manufacturing industries which on the average may have $1 
or less invested in plant and equipment for every $1 of revenue. Besides, the 
industry retains only a small portion of its earnings for reinvestment in its 
business. Thus, the industry is faced with the dual problem of heavy capital 
investment in order to maintain its growth and comparatively small amounts 
of retained earnings with which to finance its expansion. As a consequence, 
the industry has to go repeatedly to the money market to raise the major por- 
tion of the funds needed to serve the public. 

Although public utility taxpayers would find it more favorable from a tax 
standpoint to raise greater sums from borrowed capital, most of these taxpayers 
must meet the requirements of regulatory bodies and credit ratings for securi- 
ties by maintaining a balanced capital structure. Hence only a part of public 
utility financing can be obtained through the issuance of debt. It follows that 
such taxpayers must continuously raise capital for the dynamic growth of the 
industry by selling preferred and common stocks. Therefore, the following 
items of ordinary and necessary expense are incurred every time an issue of 
stock is sold: Securities and Exchange Commissicen filing fees, State corporate 
filing fees, State regulatory filing fees, Federal, State and local taxes, legal, 
engineering and accounting services, investment counsel fees, transfer agent 
and registrar fees, printing, engraving, advertising, etc. 

The expenditures listed above are obviously ordinary since they are re- 
peatedly incurred in the business of raising capital, and they are necessary 
since capital is required to develop the business facilities required to meet the 
needs of rendering adequate and expanding public utility services. The rules 
of taxation, therefore, should be changed to allow the deduction of these items 
under section 23 (a) of the Internal Revenue Code. 





STATEMENT BY Paul. D. SeecHers, Esq., CHAIRMAN, FEDERAL Tax LEGISLATIVE 
COMMITTEE OF THE FEDERAL Tax Forum, Inc., or New York City, IN Re 
Topic 18, ACCOUNTING PRINCIPLES 


Accounting for income-tax purposes should be brought into closer conformity 
with generally accepted accounting principles. For this purpose the forum recom- 
mends that section 42 be amended to provide in substance that, to the extent not 
contrary to specific provisions of the code, the amount of income and deductions 
and the time for taking income and deductions into account should be determined 
in accordance with generally accepted accounting principles. Difficulties of 
interpretation should be eliminated by specific provisions regarding matters such 
as the right to defer unearned income and the accrual of property and other 
taxes ratably over the period for which imposed and apportioned between vendor 
and vendee in accordance with local practice or statute. 

In carrying out these principles a corporation which becomes a successor in 
a tax-free reorganization should step into the “tax shoes” of the predecessor 
corporation for all tax purposes. 
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Under sections 112 and 113 of the code, property acquired by a corporation in 
a tax-free reorganization, liquidation, or exchange has the same basis for tax 
purposes as in the predecessor company. The underlying theory is that the suc- 
cessor should step into the ‘tax shoes” of the predecessor. This theory should 
logically be applied to all tax rights of the predecessor, including carry forward 
and carry back of net operating losses of a predecessor against income of the 
successor or vice versa ; pension carryovers and past service credits; capital loss 
carryovers ; excess-profits credit carryovers; and all similar situations. 

The forum recommends that the code be amended to provide that the successor 
in such a tax-free reorganization succeeds to the tax status and all tax rights 
of the predecessor under all provisions of the code. Such corrective amendment 
should be made applicable retroactively to all taxable years not barred by 
limitation or closing agreement. 





COMMERCE AND INDUSTRY ASSOCIATION OF New York, INC., 
New York, N. Y., July 17, 1958. 
Topic No. 18, Accounting principles (such as those relating to correlation in 
reporting income and expenses). 
Hon. DaNIet A. REED, 
Chairman, Committee on Ways and Means, 
New House Office Building, Washington, D. C. 

Dear CONGRESSMAN ReEeEp: In lieu of the personal appearance previously 
scheduled Commerce and Industry Association of New York, Inc., submits this 
statement for the record in connection with topic No. 18. 

1. Broader acceptance of methods of accounting regularly employed by taa- 
payers.—As we all know, taxpayers are required to compute, account for, and 
pay taxes on incomes earned during measured periods of either calendar or fiscal 
years. This requirement, while necessary for the orderly administration and 
collection of the income tax, is intrinsically an arbitrary one because it is only 
in rare instances that the same peaks and valleys of income repeat themselves 
in successive periods of 12 months. 

What we are here concerned with are the accounting principles that should be 
applied in determining the income and the deductions that properly belong within 
each of these arbitrarily measured-off periods. For taxpayers on the cash basis 
(which includes most individuals) the principles are, relatively speaking, more 
simple. They include all cash receipts during the taxable year and deduct all 
eash disbursements. To prevent taxpayers from avoiding the reporting of 
receipts merely by not taking them until after the close of the taxable year, there 
is the “constructive receipt” doctrine under which such receipts are held to be 
taxable when available. 

When we get to accrual basis taxpayers, and that includes most businesses 
whether conducted by corporations, partnerships or individual proprietors, the 
problem is to determine, wholly apart from the amount of cash received or dis- 
bursed, the amount of income or deductions that propertly belong within each 
measured period in accordance with the generally accepted principles of account- 
ing that are applied when the accrual basis is used. 

Section 41 of the code provides that net income shall be computed in accord- 
ance with the method of accounting regularly employed in keeping the books of 
the taxpayer and permits the Commissioner to change the method of accounting 
when it does not clearly reflect income. Thus the law does not prescribe a dif- 
ferent and independent system of acounting to be employed for tax purposes, 
On the contrary, in general it accepts, for tax purposes, the method of accounting 
that the taxpayer regularly employs in keeping his books. The wisdom of such a 
provision is apparent because there is no such thing as a single uniform method 
of accounting that can be prescribed for all taxpayers. In effect what the law 
does is incorporate by reference the approved standard methods of accounting 
that are employed for commercial purposes as long as the application of such 
methods result in income being clearly reflected. 

There is no complaint about the basic principle of section. 41 of the code, 
The complaint is with the manner in which the basie principle has been applied 
in decisions and rulings. To overcome the effect of these decisions and rulings, 
changes are required in both the administration of the law and in the law 
i self. 

' On the administrative level a policy of broader acceptance by the taxing offi- 
cials of methods of accounting regularly employed by taxpayers should be adopted, 
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As in the case of depreciation deductions—in which administrative policy has 
recently been liberalized—the change in attitude would eliminate a great deal 
of taxpayer irritation without appreciable loss of revenue, because the contro- 
versies and the litigation involve questions of accruing income or deductions 
in one year or another. 

Changes in the code are recommended to permit use of accepted commercial 
accounting practices in the following specific situations: 

2. Prepaid income.—Taxpayers receiving payments in advance for the use of 
property in future years or for services to be rendered in future years should be 
permitted to report as income and deduct as expense the portions thereof that are 
applicable to each of the taxable periods involved, where such procedure is called 
for by methods of accounting consistently employed. 

Present law distorts prepaid income by requiring its inclusion in the year of 
receipt and by denying deduction for the expenses related thereto that are 
applicable to future years. The net taxable income should be determined by 
correlating the gross income with the expenses attributable to it. 

3. Deduction for estimated eapenses and losses.—In accordance with basic 
accounting principles for the determination of income, it is generally accepted 
accounting practice to make provision, with respect to the period in which income 
is earned, for estimated expenses and losses relating to such period which are 
reasonably determinable in amount. The deduction expressly permitted by 
statute in the case of bad debts is a recognition of sound accounting procedure 
in this regard. 

In other instances, however, taxpayers have been denied the right to deduct 
estimated expenses and losses from the income of the period to which they 
properly relate. For example, it has been held that a taxpayer could not deduct 
the estimated loss for cash discounts which, experience has shown, would be 
taken by customers on payment of the accounts receivable outstanding at the 
end of the year. Likewise, where merchandise is sold under a guaranty, or where 
the vendor agrees to service or repair the product for a given period, deduction 
is denied although it is frequently possible, on the basis of past experience, to 
determine the amount of future expenses or losses with considerable accuracy. 
Deduction is also denied for self-insurance reserves, even though based on years 
of experience. In all of these cases no deduction is permitted until such time 
as the losses are sustained and the expenses actually incurred. As a result the 
taxpayer is subjected to tax on receipts which do not truly reflect his income for 
the period. 

Taxpayers should be permitted to deduct, in determining income for the taxable 
year, all estimated expenses and losses which, under generally accepted account- 
ing principles are applicable to such year, the reasonableness of which can be 
established by the past experience of the company or by other facts. 

4. Deduction for accrual of franchise, property, and other tares.—It is univer- 
sally accepted accounting practice to regard taxes as an expense of the period 
for which levied. Thus if a property tax is imposed for the calendar year 1952, 
it is regarded as an expense of that period, regardless of such local characteristics 
of the tax as assessment dates, lien dates, etc, In the case of a fiscal year tax- 
payer, say, on a May 381 fiscal year, May 12 of such tax would be treated as an 
expense for the year ended May 31, 1952, and July 12 would be included as an 
expense for the year ended May 31, 1953 Likewise, where a corporation fran- 
chise tax based upon the income of a given period is imposed for the privilege 
of carrying on business for a future period, the accepted accounting practice 
would be to treat such tax as an expense of the privilege period for which the 
tax is imposed. 

Under the court decisions, however, it is held that the accrual of a tax occurs 
upon the date when the amount and liability for the tax become fixed and that 
the entire tax is deductible on, and only on, that date. The result is a rather 
confusing situation with respect to the deductibility of local taxes with deduc- 
tions varying from community to community depending upon such local differ- 
ences as assessment dates, dates of issuance of assessment rolls and tax warrants, 
lien dates, dates upon which peronal liability for the tax is determined, etc, In 
many cases, several property taxes on the same property may be deductible at 
different times because of varying assessment and lien dates relating to the 
imposition of village, county, school, and other property taxes in the community. 

The statute should be amended to permit taxpayers to deduct accruals for 
taxes, in accordance with generally accepted accounting principles consistently 
employed by them, ratably over the period for which the taxes are imposed. 

5. Apportionment of property taves between vendor and vendee.—Local prac- 
tice in many communities is to apportion property taxes between vendor and 
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vendee, upon a sale of real property, by prorating the tax over the tax year for 
which the tax is imposed. In some cases, such procedure is provided by local 
statute. Such apportionment is made without any reference to assessment dates, 
lien dates, existence of personal liability for the tax, etc. 

It frequently occurs, however, that a property tax for the calendar year 1952, 
for example, would, under local statute, be assessed and become a personal lia- 
bility and lien upon the property on or before January 1, 1952. In this situation 
it has been held by the Supreme Court that the vendee who purchases property 
after January 1, 1952, and pays a proportionate part of the property tax for such 
year, is not entitled to any deduction with respect to such tax because the tax 
was imposed upon the vendor and was a personal liability of the vendor and a 
lien upon the property prior to the sale. In the court’s view, the tax paid by the 
vendee must be treated as an addition to his cost since it is considered merely 
as the discharge of an existing lien upon the property (Magruder v. Supplee, 
316 U. 8. 394 (1942) ). 

It is believed that the denial of the deduction to the vendee in such a case for 
taxes paid by him is inequitable. Moreover, the rule laid down by the Supreme 
Court is opposed to long-established and well-settled real-estate apportionment 
practices. The statute should be amended to provide for the deduction of 
property taxes by vendor and vendee in the amounts apportioned to each where 
such apportionment is made in accordance with local practice or statute. 

6. Deduction for payments to related tarpayers.—Code section 24 (c) disallows 
to a taxpayer on the accrual basis any deduction for unpaid expenses or interest 
which are payable to a related taxpayer on the cash basis unless the payment 
is made during the taxpayer’s taxable year or within 2% months after the close 
of such year. The purpose of this provision is to prevent a taxpayer from obtain- 
ing a deduction for expenses or interest payable to a related taxpayer where such 
amounts are not promptly paid and are therefore not includible in income of the 
payee. If such expense or interest is disallowed under the terms of section 24 (c), 
it may not be deducted even if it is paid subsequently. Regulation 111, section 
29.24-7. Moreover, it has been held in some cases that the deduction was not 
allowable even though the related taxpayer, on the cash basis, was required to 
include the amount as income on the theory of a constructive receipt. 

In view of the harsh consequences attendant upon the application of section 
24 (c), that provision should be amended to provide that if the deduction is dis- 
allowed for the year of accrual, it should be allowed for the year in which it is 
paid, or if the taxpayer to whom the payment is made elects to include such 
payment as income in a taxable year beginning not later than the end of the 
taxable year of the payor during which such amount accrued. 

7. Change from accrual to cash or installment basis.—Taxpayers changing from 
accrual to cash or installment basis of reporting income should be granted a 
limited credit for the tax already paid on the portion of their income which was 
reported on the accrual basis in earlier years. Under present law the taxpayer 
making such a change is required to include the profit attributable to amounts 
received in each year on account of sales made in prior years even though the 
entire profit on those sales has already been reported on the accrual basis and 
the tax paid thereon. This results in double taxation of the same income. This 
inequity should be removed, subject to such limitations as are necessary to carry 
out the purpose of the amendment. 

8. Income for year of death of partner.—There is a conflict in the decisions as 
to the effect of the death of a partner on the treatment of partnership income. 
With respect to the deceased partner’s income, treatment of his death as terminat- 
ing the partnership can result in taxation in a single year of from 13 to 238 
months of income, where the partnership is on a fiscal-year basis and the partner 
on a calendar-year basis. With respect to the surviving partners, the partner- 
ship taxable year sometimes is considered as continuing without change. 

The conflict should be resolved by an amendment providing, in substance, that 
if the partnership business is continued after the death or retirement of a partner 
or the admission of a new partner, a dissolution of the partnership by reason of 
such death, retirement, or admission shall not close its taxable year prior to 
the close of its annual accounting period, except with respect to a partner who 
retains no interest in the profits or losses of the partnership after the dissolution; 
and that if the estate, heir, or legatee of a deceased partner is entitled to an 
interest in the profits or losses after death, the decedent’s distributive share of 
the partnership income for the taxable year of the partnership shall be treated 
as income of the estate, heir, or legatee. 

9. Broadening of definition of “fiscal year.”—The use of accounting periods con- 
sisting of multiples of weeks, instead of monthly periods varying from 28 to 31 
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days, is a common and generally accepted business and accounting practice in a 
number of industries. Such weekly periods permit more accurate cost distribu- 
tions. The law should be amended to include within the definition of “fiscal year” 
an annual accounting period consisting of multiples of weeks, such as 13 4-week 
periods. 

10. Mitigation of effect of statute of limitations.—Neither the taxpayer nor the 
Commissioner should be permitted to reap a double advantage, through the 
running of the statute of limitations, by assuming in one year a position incon- 
sistent with that taken in a barred year. Section 3801 should be broadened to 
cover all such situations including items pertaining to the same taxpayer, related 
taxpayers, or other taxpayers from whom assets were received under the tax-free 
provisions. The present section 3801 is much too limited in scope. If an item 
of income is shifted from a barred year to an open year, the taxpayer should be 
entitled to a refund for the barred year. If a deduction is shifted from an open 
year to a barred year, the taxpayer should be entitled to a refund for the barred 
year. Inconsistent positions should be resolved by application of rules of equity 
and good conscience. 

Sincerely yours, 
THOMAS JEFFERSON MILEY, 
Bxrecutive Vice President. 


STATEMENT From Spectan Tax Poricy COMMITTER, EDISON ELecTRIc INSTITUTE, 
CHARLES E. OAKES, CHAIRMAN, New York, N. Y., Re Topic 18, AccoUNTING 
PRINCIPLES IN CONNECTION WITH FEDERAL STAMP TAXES AND OTHER CAPITAL 
SrTock ISSUANCE EXPENSE 


[Notr.—This material was also filed under topie No. 4.] 


This statement is filed by the Edison Electric Intitute on behalf of the electric 
utility industry of the United States. 

Hxpenses of organization of a corporation and issuance of its capital stock, 
such as incorporation fees, attorneys’ and accountants’ fees, and other expenses 
incident to incorporation or stock issuance are deemed, under existing law, to be 
capital expenditures not deductible from gross income. The theory of the rule 
appears to be that such expenditures are a reduction of the amount received by 
a corporation upon issuance of its stock and therefore represent merely a reduc- 
tion of the capital invested by the stockholders rather than an employment of 
such capital for the purposes of the business. 

Expenses of issuance of stock, preferred or common, subsequent to original 
organization including Federal issuance taxes are similarly treated as non- 
deductible capital items. The capital theory of such items has evolved over the 
years through court decisions which in turn have given rise to Bureau rulings 
resulting in the present rule as indicated. 

This rule had its inception at a time when corporate financing and corporate 
organization were handled on a very different basis than exists under today’s 
conditions. Accordingly, the rule should be reexamined in the light of the 
reorientation in financing of the utility business. 

The raising of capital through issuance of stocks and bonds is one of the 
most important aspects of the utility industry. It is common knowledge that 
large amounts of new money are required continually in the development and 
expansion of the industry. On the average $4 invested in plant and equipment 
is required for every $1 of revenue, as compared with manufacturing industries 
which average $1 or less invested in property for every $1 of revenue. Moreover 
the utility industry faces a dual problem of heavy capital requirements in order 
to maintain growth, with a comparatively small amount of retained earnings 
with which to finance such expansion. As a consequence it is an entirely ordi- 
nary and necessary function of the industry to go repeatedly to the money 
market to raise a major portion of the funds required to serve the public. 

From an income-tax standpoint it would be more advantageous to the utility to 
raise money through bond financing since the expenses of such financing includ- 
ing the items referred to above are deductible pro rata over the term of the bond 
issue. However, public utilities cannot rely only on bond financing to meet their 
capital requirements. In their case because of the need to maintain credit rat- 
ing and the necessity of complying with regulatory requirements there is a 
compulsion to maintain a balanced capital structure comprising approximately 
50 percent debt and 50 percent or more preferred and common stocks. 
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Under the circumstances recited the issuance of stock is a regular part of the 
utility’s business and the recurring expenses associated therewith are just as 
much an ordinary and necessary expense as any other item of operating expense 
nature. It is inequitable, therefore, that these expenses should be capitalized 
and not permitted as a deduction in the determination of the utility’s net income 
when they are such an integral part of the year-by-year operations of the average 
utility. 

The impact of these expenses under modern-day procedure is vastly greater 
than it was in the early years of the growth of the corporate form of business. 
Present-day laws very properly set up elaborate safeguards for the benefit of the 
investor in the issuance of securities, compliance with which is an expensive 
process. Issuance taxes long in the law were initially at a much lower rate than 
obtains at the present time. As these and other expenditures described herein 
have increased and multiplied in class and extent they have lost entirely what- 
ever slight capital characteristic they once may have had under a theory of law 
initially developed at a time when such expenditures were relatively few in 
kind and nominal in amount. 

The following items, which have every aspect of ordinary and necessary ex- 
pense, are incurred every time an issue of stock is sold and therefore should be 
allowed as deductions from gross income: Securities and Exchange Commission 
filing fees ; State corporate filing fees ; State regulatory filing fees ; Federal, State, 
and local taxes; legal, engineering, and accounting services; investment counsel 
fees; transfer agent and registrar fees; printing, engraving, advertising, and other 
administrative expenses in connection with issuance of stock securities. 

In any realistic concept of net income subject to tax the treatment of these 
expenditures as nondeductible is difficult to understand. By their very nature 
they are clearly essential, ordinary, recurring expenses of doing business and 
should be so treated, consistent with the overall statutory scheme of allowing 
all ordinary and necessary expenses of conducting a business, as deductions from 
the income of the business. 

It is respectfully submitted, therefore, that the Internal Revenue Code should 
be amended so as to allow the deduction of these expenditures. 


STATEMENT OF PHILip A. HersHey, CERTIFIED PUBLIC ACCOUNTANT, SAN FRANCISCO, 
Cavir., Re Torre 18 


I am very glad to see that an effort will now be made to correlate tax accounting 
with accounting principles adopted for the profession. It would seem logical 
that accounting for taxation should conform as nearly as possible to accounting 
for any other purpose, and particularly such accounting should follow those 
principles currently and generally accepted by the accounting profession. I will 
not burden your committee with long examples but merely give one. If a land- 
lord leases to a tenant for a period of 5 years a piece of property at a monthly 
rental of $1,000 and the lease is consummated on July 1, 1953, but commences on 
January 1, 1954, and he pays to the landlord $2,000 covering his first and last 
month's rent, according to tax accounting, he must include this $2,000 in 1953 in- 
come even though he be on an accrual basis of accounting and tax reporting. 
This is absolutely contrary to good accounting, but it is the way taxation is ad- 
ministered. I do not know whether the Commissioner has the authority to 
change such procedure, but as long as the courts have approved this procedure 
apparently it must be up to Congress to so clearly state the law that the courts 
will be unable to misinterpret them, particularly when it comes to tax problems. 





STATPMENT OF AMERICAN TAXPAYERS’ ASSOCIATION, WASHINGTON, D. C., 
Re Toric 18 


CORPORATE TAXES SHOULD BE DETERMINED ON THE BASIS OF SOUND ACCOUNTING 
PRACTICE—-BONUS ACORUAL ° 


Many companies have followed the practice of paying a bonus to its executives 
and key personnel when profits warrant it. Most of these payments have fol- 
lowed an established patvern and the payment of the bonus was authorized sub- 
stantially in the following manner, taken from a typical corporation: 

1. In the spring of each year the directors of the company, pursuant to a 
resolution previously adopted by the stockholders, would authorize the payment 
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of a bonus. The amount was expressed as a certain percentage of the profits, 
before Federal tax, but not in excess of a stipulated amount (sometimes no maxi- 
mum was stipulated). The resolution gave either the directors or the president 
authority to approve a bonus in a smaller amount than that authorized, in which 
event the lower amount approved by either was the amount to be paid. The 
recipients of the bonus, and the extent of their participation, were to be desig- 
nated by the president but the directors had the power to alter the president’s 
designation. 

2. Usually during the latter part of the year, the president indicated to the 
directors the bonus he deemed appropriate and they would accept his recom- 
mendation. 

3. After receiving the directors’ approval, but not necessarily before the year 
end, the president would prepare the bonus list and submit it to the treasurer 
of the company for payment. 

4. The amount of the bonus, as approved by the directors and the president, 
would then be recorded on the books, as of the end of the year, by a charge to 
expense and a credit to a liability account. 

The foregoing procedure has been consistently followed over a period of many 
years and clearly signifies the intent of both the stockholders and the directors 
to pay a bonus for the years in which the profits warrant. The accrual of the 
bonus has not previously been questioned by the Treasury Department. 

On April 18, 1950, the directors of this company authorized the payment of a 
bonus of 7% percent of the profits, before Federal tax, for the year, or such lower 
amount as the directors or the president might set. As at December 31, 1950, 
this resolution was still in effect. On February 27, 1951, the directors and the 
president concurred that a bonus of $60,000 would be paid for 1950. The $60,000 
was accrued on the books as of December 31, 1950, and deducted in the 1950 
tax return. It was paid to the employees early in 1951. 

The revenue agent who is currently reviewing the 1949 and 1950 tax returns 
is questioning whether the 1950 bonus is properly deducted in that year on the 
ground that the amount thereof was not finally determined by the directors and 
the president until February 27, 1951. (A similar situation existed in 1948 
when the bonus amount was not fixed until January 25, 1949, but its deduction 
in 1948 was not questioned by the Treasury Department.) 

To take the position that the 1950 bonus did not accrue until February 27, 
1951, overlooks the intention of both the stockholders and directors, as expressed 
in the minutes of the directors’ meeting of April 18, 1950, that a bonus would be 
paid for 1950. It presupposes that, since no further action was taken by the 
end of the year in connection with the April 18, 1950, resolution, no bonus ac- 
crued as of the year end. Conversely, under a strict interpretation of the rules 
of accrual for Federal income-tax purposes, it can be argued with greater force 
that, since neither the directors nor the president set a lower bonus amount by 
the end of the year, the full bonus of 7% percent of the profits before taxes au- 
thorized by the April 18, 1950, resolution accrued. However, to apply either the 
revenue agent’s proposal or the converse interpretation overlooks the realities 
of the situation. 

The company’s method of authorizing a bonus; as outlined above, prescribes 
a fixed formula for the bonus payment, measured by a percentage of the profits 
earned but limited to either an expressed or implied amount. The purpose of 
placing limitations upon the amount of the bonus was not to avoid payment 
of a bonus for the years when profits warranted but rather to restrict the amount 
thereof to what would be reasonable considering all of the circumstances. It 
has been held in many cases that where compensation is determined under a 
fixed formula, such as a percentage of profits, deduction in the current year is 
not affected by the fact that the amount of the compensation cannot be determined 
until after the close of the year when the books are closed and the profits 
determined. The accrual system of accounting requires that books “be closed” 
on the closing date. Obviously, an inventory taken at the close of business on 
the last day of the taxable year cannot be completed and entered on that day. 
Good accounting practice requires that books of account shall be kept epen until 
all necessary accruals are made to bring within the fiscal or closing period all 
the income and expenses which relate to the period. Bntries made after the 
close of the year, which relate to transactions within the year, should be made 
as of the closing date if they are to have the same effect as if made on or before 
that date. 

Under the foregoing circumstances, the bonus of $60,000 paid for 1950 properly 
accrued at the end of the year and Was authorized by both the stockholders and 
directors during the year. Not to allow its deduction in 1950 would be contrary 
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to the intent of the 1950 resolution and could lead to an absurd result in that the 
income of that year would be overstated and the income of the subsequent year 
would be understated when the bonus procedure might result in a double 
deduction. 


STATEMENT OF Det R. PAIGE, CHAIRMAN, TAXATION COMMITTEE, GEORGIA STATE 
CHAMBER OF COMMERCE, ATLANTA, GA., Re Topic 18, ACCOUNTING PRINCIPLES 


Accounting for income-tax purposes should be brought into closer conformity 
with generally accepted accounting principles. 


STATEMENT BY ADDISON B. CLOHOSEY, EsQ., ON BEHALF OF RESEARCH INSTITUTE 
or AMERICA, NEW York, N. Y., Re Topic 18 





Many corporations now-a-days are issuing rights to buy additional stocks or 
bonds and are slow paying stock dividends. If and when a stock right is sold 
or the stock itself is sold, we are required to file a capital gain and loss schedule. 
We submit with explanation, our idea as to the relief that should be afforded 
taxpayers for figuring the basis of stock or rights sold. 

Under the present law securities sold take cost basis in following order. 

First. Identify certificates. Being unable to do so. 

Second. First in and first out. 

Third. Average values, when neither of above can be ascertained. 

In recent years American Telephone & Telegraph Co. have been annually 
issuing rights. These rights take a value of a determined small percentage of 
the cost of the old stock, thus reducing the value of American Telephone & 
Telegraph held. If you have several certificates, bought at different times 
and for different amounts, this entails a good deal of bookkeeping work each 
year that rights are issued. There are many other corporations that also 
issue rights and pay stock dividends and as the law is now written, taxpayer 
is bound to keep elaborate sets of records to account for true income-tax costs. 

If the law could be changed to permit taxpayers the use of average values 
wihere two or more purchases have been made of a given stock and where either 
rights were issued or stock dividends paid by said corporation on such stock, 
the tremendous amount of paperwork could be eliminated and the tax collector 
would not suffer. 

Permission to close the books on the last Saturday or on any other weekday 
of any calendar month, provided that the fiscal year contains no less than 52 
weeks, that is 364 days. The 365th day (and the 366th day in a leap year) 
are to be accumulated until-a 371-day fiscal year occurs when the return must 
be filed on a 53-week basis. 

Taxable income should be determined on the basis of the established accounting 
principles for recording income and expense. 


























STATEMENT OF AMERICAN F'EDERATION OF LaBorR, RE Topic 18, ACCOUNTING 
PRINCIPLES 





The American Federation of Labor would assume that technicians connected 
with the Treasury Department would be in the best position to advise and 
establish regulations governing particular problems that would be fair to the 
taxpayers as well as to the Government. We would be prepared to support any 
necessary legislation to achieve effective and equitable administration. 


(The Georgia State Chamber of Commerce submits for the record 
the following recommendation with regard to item 18:)° 







ACCOUNTING PRINCIPLES 


Accounting for income-tax purposes should be brought into closer conformity 
with generally accepted accounting principles. 























GENERAL REVENUE REVISION 607 


(The Pennsylvania State Chamber of Commerce submits for the 
record the following recommendation :) 


ACCOUNTING PRINCIPLES (SUCH AS THOSE RELATING TO TIMING AND CORRELATION 
IN REPORTING INCOME AND EXPENSES) 


DEDUCTION FOR COST OF REPAIR PARTS AND SUPPLIES 


Under existing income-tax-accounting requirements, the cost of repair parts 
or supplies purchased by a taxpayer are not allowed as deductions until they 
are actually placed in service. This works a hardship in many cases, since 
such parts or supplies must be paid for at the time they are acquired, regardless 
of the time when they are placed in service. It is therefore recommended that 
the code be amended to permit taxpayers, at their option, to deduct the cost of 
such repair parts and supplies either in the year in which they are purchased 
or in the year in which they are placed in service. Appropriate safeguards 
should be included in such an amendment in order to cover cases where a tax- 
payer changes his method of deducting such items from the year in which placed 
in service to the year of purchase. 





(The West Virginia State Chamber of Commerce submits for the 
record the following recommendation :) 

Accourting principles—timing and correlation of income and expenses. We 
have endorsed the proposition that tax accounting should be conformed to sound 
accounting and business practices. 


STATEMENT OF Los ANGELES CHAMBER OF COMMERCE, LOS ANGELES, CALIF., IN RE 
ACCOUNTING PRINCIPLES 


(1) That the installment method be extended to cover installment sales in 
cases in which no payment is received in the year of sale. 

(2) That taxpayers receiving income in advance be permitted to report it for 
the years in which such income is earned. 


TOPIC 19—LIFO INVENTORY ACCOUNTING 


The Cuarrman. The next witness will be Mr. Wallace M. Jensen. 
We shall be glad to hear from you at this time, Mr. Jensen, if you 
will state your full name and the capacity in which you appear. 


STATEMENT OF WALLACE M. JENSEN, CHAIRMAN, SUBCOMMITTEE 
ON CURRENT LEGISLATION, COMMITTEE ON FEDERAL TAXATION, 
AMERICAN INSTITUTE OF ACCOUNTANTS, DETROIT, MICH. 


Mr. Jensen. My subject is, Topic 19, LIFO Inventory Accounting. 

My name is Wallace M. Jensen, of Detroit, Mich. I am a certified 
public accountant, and I appear before you in my capacity as chair- 
inan of the subcommittee on current tax legislation, committee on 
Federal taxation, American Institute of Accountants. 

It is my privilege to present to you the recommendation of the com- 
mittee on Federal taxation of the American Institute of Accountants 
that the Internal Revenue Code be amended to permit taxpayers using 
the LIFO inventory method for income-tax purposes an election to 
value such inventories at the lower of cost or ealich, 

Section 22 (d) of the Internal Revenue Code as presently worded 
and in its early application by the Bureau of Internal Revenue has 
led to certain inequities certainly not envisaged by the LIFO pro- 
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ponents who strongly urged its passage during the late 1930’s nor 
intended by Congress in its enactment in the Revenue Act of 1939. 

In the determination of periodic income, one of the most important 
determinations to be made is the pricing of inventories in order that 
appropriate costs may be matched against revenue. Although the 
primary basis of accounting for inventories is cost, generally accepted 
accounting principles require a departure from the cost basis when the 
usefulness of the goods in inventory is no longer as great as its cost. 
The measurement of such loss in utility is accomplished by applying 
the rule of pricing inventories at cost or market, whichever is lower. 
Cost for inventory purposes may be determined under any of the 
several assumptions as to the flow of cost factors, such as “first-in, 
first-out,” “average,” and “last-in, first-out,” the method used being 
the one which under the circumstances most clearly reflects periodic 
income. The method used must, of course, be consistently applied. 

These are the generally accepted accounting principles underlying 
the issue, which principles are set forth in Accounting Bulletin 29, 
issued by the committee on accounting procedure of the American 
Institute of Accountants (July 1947). 

Initially, by the Revenue Act of 1938, the use of LIFO was author- 
ized only for specified raw materials used by tanners and the pro- 
ducers and processors of certain nonferrous metals. The following 
vear Congress, in the Revenue Act of 1939, substituted the present 
wording of section 22 (d) (1) with the intent that such change would 
expand the use of LIFO by extending the LIFO option “to all tax- 
payers who use it, apply for it, and use it consistently, regardless of 
the business in which the taxpayer is engaged.” (Senate report to 
accompany H. R. 6851, 76th Cong., 1st sess., revenue bill of 1939.) 

After the enactment of the Revenue Act of 1939, although the ex- 
pressed intention of Congress was that the LIFO election was avail- 
able to all taxpayers, subject, of course, to the proviso that the use of 
LIFO most clearly reflected periodic income, opposition to the general 
use of LIFO was encountered in the attitude of the Commissioner of 
Internal Revenue. Although the application of LIFO to commodi- 
ties that could be accounted for in terms of quantities was accepted 
readily by the Commissioner, its application to inventories composed 
of heterogeneous goods, which in general was based on a computation 
of relative dollar value with the year of adoption of LIFO being con- 
sidered the standard for the value of the dollar, was challenged. Be- 
cause of the Commissioner’s attitude, many taxpayers refrained from 
the adoption of the LIFO method and most of the taxpayers who had 
initially adopted LIFO gave up their right to the use of LIFO and 
reverted to their former method of inventory valuation. However 
other taxpayers took up the challenge and subsequently received 
favorable decisions from the Tax Court. 

These cases, Huteler Brothers Company (8 T. C. (Jan. 14, 1947)), 
and Kdgar A. Basse (10 T. C. 328 (Feb. 19, 1948) ), gave recognition 
to the use of acceptable methods other than item identification as 
the basis for a LIFO evaluation and, as a result, the Commissioner 
abandoned his previous position. The regulations prescribing the 
permissible methods of Lio application were accordingly amended 


on March 4, 1948 (T. D. 5605), and November 2, 1949 (T. D. 5756), 
and thus, for the first time in more than 10 years since the general 
LIFO provision was included in the law, the broad principles of 
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applying LIFO to inflated business inventories were made available to 
all classes of business. 

But by the time the right of all taxpayers, regardless of business, 
to the use of the LIFO method of inventory valuation was estab] ished, 
another obstacle to the prudent adoption of the method manifested 
itself. That was the uncertain trend of the price level during the 
years of 1948 and 1949 and even until the outbreak of the Korean war 
in mid-1950. Those businesses which were prevented from adopting 
practical applications of LIFO in the early 1940’s due to the narrow 
interpretations of the Bureau now found they were faced with the 
choice of adopting LIFO with a consequent freezing into their inven- 
tory valuation of a high cost level which would grossly overstate their 
reported profits as prices declined or continuing on their present 
method of reflecting inventories at the lower of cost or market. It 
was, therefore, not until the latter part of 1950 when prices again 
began to rise that the use of LIFO as a means of eliminating inflation 
from inventory values again became recognized as a prudent policy. 

The study of published corporate annual reports made by the Ameri- 
can Institute of Accountants contains sume interesting data in con- 
nection with this discussion. The following summary taken from the 
1952 edition, Sixth Annual Survey of Accounting Trends and Tech- 
niques in Published Corporate Annual Reports, page 65, shows that 
a marked increase in the use of LIFO for some or all of the inventory 
valuation occurred in 1950 and 1951. 


























TaBLe 7.—LIFO inuventory cost method 
‘ Pi ay ; . Etat | pad BR TY 
Number of companies— | 1951 1950 1949 
| 
RE Tae Ge ee CS FOI a. o ccc dncnacksnncadebtdindtechsctsdbtdachcuseel 26 43 0 
Peadanting LATO in GArveWs WRAR. « - < nccdgtine doses de casme mee pnp -cacecocqececas 0 1 0 
Extending LIFO to additional inventory classes in current year... ........-. ‘ 6 15 1 
Partially abandoning LIFO in current year....................-..-....-.-.... 1 1 0 
Continuing LIFO as adopted in prior year.............-.........--.--.-----«-- 150 yy 114 
Companies retaining LIFO at year end....................-...-.-..------------ 183 159 115 
Companies abandoning LIF O in current year_................-..-..-.-..- bad (2) (0) (1) 
GEREN Gs CEUNEUNEEY OO CFE Sect cdcud dpdsupiclinnosdsenscddbtdnccoedooutede 419 441 486 
Tillanaessemensdimestessamnsdanl ebacéguacepsstbdecsdécasacebststeuwber 600 600 600 


Of the 600 companies, those using LIFO increased from 19 percent 
in 1949 to almost 31 percent in 1951. During the years 1948 and 
1947, companies using LIFO remained rather constant, being 116 
and 111, respectively (table 6, idem). 

Under conditions as they exist today, then, there are three classes 
of taxpayers as regards the use of LIFO. First, those taxpayers 
whose LIFO methods found ready acceptance by the Commissioner 
and those whose LIFO methods found acceptance after litigation, 
both of which classes have found competitive advantage by the use 
of LIFO to eliminate all or the greatest portion of the increase in 
the price level from their inventory values. Second, those taxpayers 
discouraged by the Bureau’s position through the years of greatest 
increase in the price level who subsequently adopted LIFO during 
1950 and 1951 but who have not enjoyed advantages comparable to 
those derived by the taxpayers of the first class. Third, those tax- 
payers who presently desire to adopt LIFO but feel the risks too 
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great because of possible declines in the price level at the termina- 
tion or leveling off of the defense program. 

The proposed amendment to permit the use of the lower of LIFO 
cost or market will tend to equalize the ype of all taxpayers 
who have elected or may elect to use the LIFO method of inventory 
valuation. The LIFO inventory method is not readily adaptable 
to all businesses but, if given the right to value a LIFO inventory 
at the lower cost or market, undoubtedly more taxpayers would elect 
to use LIFO. If prices then receded, those taxpayers would be ob- 
taining no greater benefit than if they were to wait for prices to 
decline to a lower level and then elected to use LIFO beginning at a 
more fortuitous general price level. The practical justification for 
the proposal to permit writedown of LIFO inventories to market 
therefore, is to remove the inequities between taxpayers. Collateral 
to such inequities is the fact that taxpayers who now desire to adopt 
LIFO for the purpose of eliminating inflation from reported profits 
but hesitate because of the fear of severe price declines with a conse- 
quent freezing of high costs in inventory and distorted incomes as a 
result thereof, are Ccirectly contributing to inflation by necessarily 
following inventory practices which inflate reported profits upon 
which income and excess-profits taxes, dividends, and wage increases 
are paid. 

But beyond this practical justification is the reason founded in the 
generally accepted accounting principles incident to inventory pric- 
ing that no inventory carried at an amount in excess of market is 
realistic and that any loss in utility of the goods, measured by market, 
is to be recognized and accounted for in the period in which such 
loss of usefulness occurs. It is patently unfair and contrary to sound 
principles of taxation that a tax be imposed upon profits which are 
overstated because of the failure to recognize a measurable decline 
in the value of an inventory. 

In January 1953 our committee submitted to the 83d Congress 58 
printed recommendations for amendment of Federal tax laws which 
included a recommendation that taxpayers using LIFO be permitted 
to value their inventories at the loss of cost or market while the 
Excess-Profits Tax Act of 1950 is in force and for 5 years thereafter. 
That recommendation was adopted by our committee in the fall of 
1952 and was consistent with the Camp-Reed bills (H. R. 7447 and 
H. R. 7554) then pending before the 82d Congress. It was believed 
that economic conditions should achieve a measure of stability dur- 
ing the 5-year period and that after such period further reductions 
to market should be recognized but, if prices increased, they should 
be restored to income. 

Further consideration of this problem by our committee since the 
fall of 1952 has shown increasing sentiment in favor of the right 
to value LIFO inventory at the lower of cost or market on a permanent 
basis. It is only by making the lower of cost or market principle a 
permanent part of the code dealing with the LIFO inventory method 
that LIFO inventory tax accounting can be brought into complete 
agreement with generally accepted accounting principles which re- 
quire the recognition of a decline in the value of an inventory. 

It is also a generally accepted accounting principle that in the case 
of inventory which has been written down below cost at the close of a 
fiscal period, such reduced amount is to be considered the cost for 
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subsequent accounting purposes. In the case of LIFO inv ventory, 
whether the writedown to market for accounting purposes is to be 
measured on an item, layer, group, or aggregate basis is not specified 
in the institute bulletin and the method used will depend upon the 
kind of inventory, the particular trade or business, and the industry 
practice, the principal requirement being that the method selected be 
used on a basis consistent from year to year. Any requirement that 
a writedown of LIFO inventory to market be restored to income if 
prices increased in a subsequent year may result in a departure from 
generally accepted accounting pr ‘inciples. 

In conclusion, it is our recommendation that taxpayers using LIFO 
be permitted to value inventories at the lower of cost or market. It 
is important that this right be given for at least a period of 5 years 
after the expiration of the excess-profits tax and preferably on a per- 
manent basis so that LIFO inventory tax accounting may conform to 
generally accepted accounting pr inciples. 

The Cuarrman. We thank you very much. Is there any other 
speaker in your group? 

Mr. Green. That concludes our statements. 

Mr. Kean. I would like to review a little bit exactly how LIFO 
works in order to refresh my memory about it. LIFO means last in 
first out ? 

Mr. Jensen. That is right. 

Mr. Kean. That means, for instance, if somebody buys a dozen pairs 
of shoes or whatever it is for $100 in 1952 and pays $200 for the same 
dozen pairs of shoes in 1953, then when the shoes are sold in 1953, they 
will be the $200 value on the books rather than the $100 value: is 
that right? The second group of shoes which were bought for $200 
in 1953 are the last in, and they are the ones that for income purposes 
you would consider to be the first out ? 

Mr. Jensen. Under the LIFO inventory niethod, using your ex- 
ample, the shoes bought at $100 a dozen stay in the inventory at the 
end of the year to the extent that if you had 1 dozen reported out at 
the end of the year you would value those—— 

Mr. Kean. They stay in at the lower value? 

Mr. Jensen. Yes. 

Mr. Kean. Say, for instance, in 1954 you had those same shoes and 
at that time they are still worth the $200. If they have deteriorated, 
you will have an increased profit, owing to the LIFO method, over 
that which you would otherwise have if you had bought in more shoes! 

Mr. Jensen. Yes. If I may complete your ex: umple, the shoes pur- 
chased in 1952 at $100 a dozen, if they sold out half a dozen of those in 
inventory at the end of 1952 and that is the year you attempt to go on 
LIFO, those would be valued then at $100 per dozen or $50. Then, 
in 1953, if another dozen were bought at $200 a dozen, and you still 
had half a dozen at the end of that year 1953, under the LIFO method 
those would be valued at the origina] earlier price of $100 a dozen, 
and it would be assumed that the $200-a-dozen shoes were the ones sold. 
So, assuming the sale price had also gone up, there would be the same 
general margin of profit, and then, as prices when down again in 1954, 
in your example, the lower price—— 

Mr. Kean. Let me follow that out. Say in 1955 the price goes down 
again to the $100. Then, of course, the probability is you would stock 
up on more shoes immediately to take advantage of that price; but if 
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they sold any shoes they had bought at the higher price, they would 
not sell those until after they sold the new ones 

Mr. Jensen. By 1954 the price had gone down to $100 a dozen; 
then over a period of 3 years, under the LIFO inventory method, last 
in first out, the total profits for the 3-year period would be the same. 

Mr. Kean. What you are asking for now is, if that occurs, that you 
also be allow ed to write those $200 shoes down to the market ? 

Mr. Jensen. If the market price went below the $100 on which they 
were priced, if it went down to $80 a dozen, then under the LIF 
method that taxpayer still has to value them at $100 a dozen, even 
though they are worth only $80 a dozen. 

Mr. Kean. And you are asking the privilege—— 

Mr. Jensen. We are asking the privilege of writing them down to 
$80 a dozen. 

Mr. Exsernarrer. Then your inventory would be valued much less; 
is not that true? If the price went down, your inventory would be 
a much lower value ? 

Mr. JeNsEN. The inventory would be valued at less than the orig- 
inal cost but not less than the current market. 

Mr. Exsernarter. It would be valued at the then current market 
which, in the net result, would show you making less profit. The in- 
ventory would show as less than you paid for them. 

Mr. Jensen. That is right. 

Mr. Esernarrter. If you value at the then market price, that shows 
you are making less profit ; is that right ? 

Mr. Jensen. That is right, and generally accepted accounting prin- 
ciples would require that writing down to $80 a dozen price in its 
published statement. 

Mr. Esernarter. The net result you want to arrive at is to show 
that at the present value of the market you have a lesser value of 
inventory ¢ 

Mr. Jensen. That is right. That is the same privilege that is now 
permitted under the last-in, first-out method. 

The Cuarrman. We thank all of you very much. 

The next witness will be Mr. Robert W. Wolcott, chairman of the 
board, Lukens Steel Co., Coatesville, Pa. 

Mr. Wolcott, we are very glad to have you here. Give your name 
and the capacity in which you appear for the benefit of the record. 


STATEMENT OF ROBERT W. WOLCOTT, CHAIRMAN OF THE BOARD, 
LUKENS STEEL CO., COATESVILLE, PA. 


Mr. Wotcorr. Robert W. Wolcott, Lukens Steel Co. 

Mr. Chairman and gentlemen of the committee, I greatly appre- 
ciate the opportunity to appear before you with regard to the subject 
of amending section 22 of the Internal Revenue Code to urge that the 
accounting procedure known as LIFO may be brought up to date. As 
chairman ‘of the Government contracts committee of the National As- 
sociation of Manufacturers, I am in a position here to reaffirm and 
emphasize the statement of position token by the tax committee of 
the National Association of Manufacturers as follows: 


The last-in, first-out (LIFO) method of inventory pricing should be modified 
to provide for the use of cost or market, whichever is lower. Whenever the 
market value is lower than LIFO cost at the end of a year, this lower market 
value should become the new LIFO cost base for the succeeding taxable year. 
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Certainly, as a practical matter, no well-managed company would 
consider carrying inventories on its books at a “figure higher than 
the current market price. Yet, under the pie nt law, where write- 
downs to the market are not permitted, these very companies cannot 
abide by sound accounting practices, for they cannot adjust base in- 
ventories downward. They must live with an unfair penalty which 
was never intended in the first place. 

Let me emphasize that I am not arguing for one accounting practice 
versus another, but merely asking that the rules concerning LIFO 
be brought up to date in view of current conditions so that companies 
heretofore reluctant to adopt LIFO at present inflated prices may, 
if they wish, feel privileged to use it or that old adherents to LIFO 
may continue to live under it in the light of present-day conditions 
and can maintain good accounting practices. 

Speaking in general as well as “for the committee on iron and steel 
scrap of American Iron and Steel Institute of which I am chairman, 
it is obvious that all businesses in recent years have come through 
extreme conditions. Frequently companies have been embarrassed 
in the conduct of their business through having been unable to buy 
raw materials even though they wished to do so. Occasionally, many 
of us have had to manufacture on a hand-to-mouth b: asis, never know- 
ing whether tomorrow would provide materials we, perforce, had to 
Tine to make the things we were expected to manufacture. 

lake scrap, for example. Since the inception of LIFO, we have 
had a series of shortages. For a considerable period of time, serap 
was even allocated, first by the WPB and then later by the NPA. 
This meant that ability to buy was no denominator, as shortages 
were being rational, and it was frequently impossible to acquire prac- 
tical, working inventories. As a matter of fact, 18 months ago some 
furnaces had to be shut down for lack of scrap inventories to fall 
back on. Through this period, capacity and production have grown 
greatly. In 1939, when LIFO came into being, total steel production 
was 53 million tons. This year it will be more than double that. 
Similarly, in 1939, the consumption of purchased scrap was 15 million 
tons. This year that, too, will be more than double. 

The ratio of scrap inventory needed when LIFO went into being 
was, likewise, small compared to the quantities one needs to carry 
today in order to have adequate protection for continuity of opera- 
tions. Today, however, scrap inventories at a 6-million-ton level are 
up only 25 percent from where they were in 1939, compared to more 
than 100-percent increase in scrap usage. In the interim, they have 
been as low as 8 million tons in 1952, 234 million tons in 1946, and as 
recently as January 1952 were under 4 million tons. This was not 
by desire but of necessity. The only real chance mills on LIFO have 
had to acquire a reasonable amount of inventory to support today’s 
staggering requirements has been during the past 18 months, at the 
peak of the postwar inflation cycle. 

The steel industry has been one where companies have embraced 
LIFO to a substantial degree. It is also an industry that has been 
engaged in an expansion program, much of which was voluntarily 
taken on at the request of the Government, but where individual com- 
panies have not had an opportunity to obtain scrape inventories to 
protect their position until recently. It may be that even this oppor- 
tunity will prove to be fleeting, for scrap is unlike most raw materials. 
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It results to a very large degree from obsolescence and has no fixed 
rate of occurrence. When this Nation faced scrap shortages, it was 
difficult to buy even enough to meet current requirements. Following 
the drives and programs which have been conducted and the longest 
strike on record when scrap was produced but not consumed, scrap 
should have been bought for inventory purposes, as it may have been 
the only opportunity to do so. 

It is easy to see, however, without the amendment under discussion, 
why mills on LIFO are naturally reluctant to buy scrap for inventory 
at going high rates with the possibility of being subsequently penal- 
ized by having to carry on their books current scrap purchases at 
prices higher than the market in the event of a decline. Even those 
mills that have a cushion of inventory taken in days when prices were 
considerably lower are reluctant to add a layer of inventory at inflated 
price levels which are virtually the highest of all time. 

Scrap is volatile in its price movements. The hazard with regard 
to it can be demonstrated with the following figures. From October 
1946, to March 1947, the price range on scrap was a low of 20 and a 
high of 37. From December 1948, to July 1949, scrap went from a 
high of 43 to a low of 21. And, from July 1949, to October 1950, it 
went from 21 to 44. The current price for No. 1 heavy melting steel 
scrap in Pittsburgh today is $45 a ton. 

In speaking of the iron and steel industry, one is apt to think only 
of big business. To do so is wrong, for many companies fall in the 
category of small business, particularly many of the more than 3,000 
foundries which are substantial users of scrap. 

Take my company, Lukens Steel, for example. We manufacture 
steel in various forms. We produce, however, less than 1 percent of 
the total tonnage produced by the steel industry. We wanted to go 
on LIFO but had to wait for the right time to make such a step. 
Finally, in 1949, there was a decline in prices. We chose that point to 
do so. While that was satisfactory at that time, today, with our 
consumption of scrap considerably greater than in 1949, we dare not 
build up an inventory commensurate with the extra production we 
now have. 

In 1949, we may have been right. We may have been lucky. On 
the other hand, we may have been wrong. But we guessed and had 
to guess the time to make the move in order not to be penalized by a 
declining market. That is wrong. We should have been able to make 
the move irrespective of market levels. 

I am sure no manufacturer is asking for help in the conduct of his 
business, whether large or small, nor is he seeking tax privilege. But 
he and I and all of us feel that inventories must be held at a figure, 
both in quantity and price, that is consistent with good business 
practice. 

It seems to me, therefore, that there are two problems. One is 
regarding companies that went on LIFO when business was emerging 
from a depression, money was tight, inventories were at a minimum, 
and raw materials were being bought on a hand-to-mouth basis. That 
company adopted LIFO in good faith, completely unaware of what 
was to happen during a prolonged period of high and expanding 
operations and inflationary price levels. Its management did not 
know that they would need perhaps 50 or 100 percent more inventory 
to conduct their business and they now find themselves limping along 
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with inventories acquired today, which possibly can inflict severe 
penalties in the event of a decline, or else they are afraid to commit 
at these prices for raw materials they need to protect their operations 
lest by doing so they unwittingly become locked into an inflated inven- 
tory cost through declining markets. 

Second concerns those companies that wish to use LIFO as a sound 
accounting practice but dare not do so without an amendment such as 
is under discussion, for certainly it would be impractical to undertake 
any accounting procedure which in the future prohibits a writing down 
of purchases until they are used up. This type of company is reluc- 
tant to go on LIFO until prices decline. The contemplated amend- 
ment to LIFO would eliminate the need for guessing as to when to 
buy inventories. 

I have attempted to point out in this statement that: 

1. We need LIFO brought up to date so that it is in keeping with 
sound, practical accounting practice. 

2. Its original concept was to be practical and fair. Today’s prob- 
lem could not then be foreseen. 

3. It is a sound method of accounting, and there should be no effort 
to penalize those who desire to use it. 

4. The laws of supply and demand often limit the ability to buy 
inventory at precisely the right time in spite of a buyer’s desire. 

5. Manufacturing companies should not be forced to guess when to 
adopt LIFO or when to take on a practical working inventory but 
should be able to take one on when, as, and if the need and opportunity 
present themselves. 

Again I appreciate the opportunity to express myself before you 
and hope you see fit to amend LIFO and ions bring it up to date 
so that it will be fair and equitable and carry out the original intent 
of the law. : 

The Cuarrman. Thank you very much, Mr. Wolcott, for your con- 
tribution. 

Mr. Wotcorr. Thank you, sir. 

The Cuarrman. The next witness is Mr. Maurice E. Peloubet of 
Pogson, Peloubet & Co., New York City. 


STATEMENT OF MAURICE E. PELOUBET, OF POGSON, PELOUBET & 
CO.. NEW YORK CITY 


Mr. Petouset. My name is Maurice E. Peloubet of the firm of Pog- 
son, Peloubet & Co. Iam a certified public accountant of New York 
and other States. I am not officially representing any industry or 
trade association or corporation, but I do have clients to whom the 
proposed legislation would apply, and I have been interested in LIFO 
and other inventory methods practically all of my professional life. 

I am appearing in support of a proposal to extend to taxpayers 
filing their income and profits tax returns on the elective or last-in, 
first-out method, the right to value their inventories, for purposes of 
determining taxable income, at the lower of cost or market. This 
right was long ago granted to all taxpayers determining their income 
on other inventory methods but has been denied by statute to tax- 
payers who have elected to use the elective or last-in, first-out method. 

I am not an official representative of any trade association, industry, 
or corporation, but I have clients to whom the proposed legislation 
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would apply and I have received statements from a number of trade 
associations and corporations indicating that they believe the proposed 
legislation would be of benefit to them. 

The proposed change in the statute is essentially a relief measure. 
It is designed to correct in part the innequities which resulted from 
the conflicting and confusing advice and conduct of the Bureau of 
Internal Revenue concerning the admissibility for tax purposes of 

certain applications of the last-in, first-out method. This was deter- 
mined after 8 years’ delay as a result of legal decisions rather than by 
regulations of the Bureau of Internal Revenue. 

When a relief measure is proposed as an amendment to or a modifi- 
cation of a taxing statute, certain questions arise in the minds of 
those who may, at some later time, have the responsibility of formulat- 
ing and introducing legislation designed to bring about the desired 
and appropriate relief. Those who propose such measures must an- 
ticipate and answer these questions as best they can. 

The first question is the need for the relief, its inherent equity, its 
nature, and its scope. 

For some years, at least since 1930, the question of a more realistic 
inventory method was discussed widely among businessmen, lawyers, 
and accountants. A few corporations had used methods similar to 
last-in, first-out for many years before that but the active investiga- 
tion and discussion began about 1930. 

In 1936 the subject was first brought before the Ways and Means 
Committee and the Senate Finance Committee. As a result, for 2 
years the inventory question was actively discussed with officials of the 
Treasury Department. 

When the principle of the elective or last-in, first-out inventory 
method was first introduced into the basic structure of our taxing 
statutes in the Revenue Act of 1938, its application was so limited and 
so inadequately described that a group of three independent account- 
ing experts was retained by the Bureau of Internal Revenue to arrive 
at some more workable basis for the application of the last-in, first-out 
principle. The result of the work of this group was the basic legisla- 
tion as it appeared in the Revenue Act of 1939. While this legislation 
was a great improvement over the 1938 act, so far as a clearer defini- 
tion of terms was concerned, its most important feature was the 
extension, to all taxpayers, of the right to use the last-in, first-out 
inventory method. The precise method of application was ‘left to be 
determined by the Bureau of Internal Revenue. 

While the application of the principles of the last-in, first-out 
method may, in some cases, be rather complicated, the basic theory 
on which the method is based isa simple statement of ordinary, prudent 
business practice. It is an accounting method, the purpose of which 
is to apply current costs to current sales or operations. It is not 
primarily a method of inventory valuation. The inventory valua- 
tion may be said to be a byproduct of the matching of current costs 
against current sales. 

If a manufacturer makes a sale today for delivery, say, 2 months 
from now, and which will require a certain amount of raw material, 
so much cotton, lead, copper, leather, or whatever material may be 
involved, he will, if he is a prudent businessman, see to it that he makes 
a purchase or a commitment to purchase a quantity of the material 
sufficient to fulfill his sales commitment or obligation on that order. 








GENERAL REVENUE REVISION 617 


He will calculate his profit on the basis of today’s material price 

against today’s sales. The fact that he has some of the raw materials 
in stock and that he may not receive delivery of the material which he 
purchased to cover his sale until the order is partly manufactured does 
not change the basic fact that he bought certain material to cover 
certain sales. If he used material already on hand which he pur- 
chased at a lower price, he would have to replace that material with 
the higher-priced material as and when he received it. His position 
would be precisely the same whether he happened to use the newly 
purchased material to fill the order or whether he happened to take 
some material from stock which he later replaced with material pur- 
chased to fill the order. 

We thus have two elements in the use of last-in, first-out: First, a 
balancing of purchases and sales, and second, the replacement of mate- 
rial on hand used to fill an order by material later purchased. As is 
well known, the effect of the first-in, first-out method is to charge the 
cost of the earliest purchases to current sales which, in turn, produces 
fictitious profits on a rising market by applying older, cheaper pur- 
chases to current sales. 

The application of the last-in, first-out method is not difficult to 
follow when we are concerned with a few simple materials. When 
we get into a more complicated situation other methods of match- 
ing current costs against current sales must be used. The two prin- 
cipal ways of applying the last-in, first-out method are those of 
matching sales and purchases of particular materials, which is a 
useful and practical method where a few simple materials are con- 
cerned, and the dollar-value method, which is used for more com- 
plex products and operations. Here the dollar of investment is 
the unit, rather than the physical unit of material. The 1948 dollar 
is considered to be one unit, the 1949 another, the 1950 another, and 
so forth. Changing price levels, as indicated by various indexes, 
such as those of the Rutees of Labor Statistics and certain con- 
struction indexes, make this method particularly appropriate for 
times like the present. 

If this method is to be used the requirement is an inventory to 
which an index can be applied. This does not mean any particular 
physical identity or resemblance but it does require a reasonable 
assurance that the items in the inventory are of the same general 
nature and will rise or fall in price in about the same proportion. 
For this reason the inventories in a department store, under the 
dollar-value method, are generally calculated for each principal 
department; for example, shoes, housewares, ladies’ and misses’ 
wearing apparel, and so forth. 

It is obvious that the application of the dollar-value method must 
be at times complicated, at other times comparatively simple. For 
example, in a small factory producing one product we might take 
the position that the small factory is equivalent to one department 
of a larger and more diversified enterprise, and we might apply one 
index to the entire inventory. In a large department store or a 
diversified manufacturing industry we might have to use a number 
of indexes. In any event, the principle is the same—we are taking 
an inventory of dollars of different values and we are maintaining 
our inventory at dollars of the earliest value. 
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I hope this explanation has not taken too much of the committee’s 
time, but it is rather difficult to talk about one specific aspect of the 
last-in, first-out problem without giving some general view of this 
import int but far from simple feature of our tax laws. 

In spite of the statutory grant of the right to use the last-in, 
first-out inventory method to ‘all taxpayers, there was a widespread 
and what was later proved to be an erroneous impression among the 
officials of the Bureau of Internal Revenue and eed that the use of 
the last-in, first-out method would be, for all practical purposes, 
limited to the industries most active at that time in advocating the 
use of the method—the nonferrous meal, petroleum, textile, leather, 
and similar raw materials industries. 

It was thought to be applicable primarily to fungible goods, such 
as raw metals, wheat, oil, and the like, and to other types of material 
which, while not precisely fungible, were, for all practical purposes, 
in the same category ; for ‘example, raw cotton and hides. 

There appeared to be difficulties in the way of applying the last-in, 
first-out method to goods involving an element of style, as here the 
position taken by the Bureau was that there was no replacement 
when there were differences of style or material between the goods 
in the beginning and ending inventories. Similarly, in the manu- 
facture of, say, “electrical appliance es, it was thought that it would 
be quite possible to apply the method to some of the raw materials 
entering into the product but that it would be impracticable to apply 
last-in, hirst- out to stocks of, say, parts or finished washing machines, 
electric stoves, ironers, and similar appliances where improvements 
were continually taking place and where it was the general custom 
of the industry to make -annual model changes. 

The method was also thought to be inapplicable to the inventories 
of retailers. It is unusual in retail business, particularly in the dry 
goods and apparel branches, to replace one item with another exactly 
hike it. A stock must be maintained but there are constant changes 
in the type of item. A department store, for instance, may have 
a ladies’ shoe department which some years ago would have had a 
stock of walking shoes (both laced and button), evening shoes, and 
other types of shoes with closed toes, mostly made up in certain types 
of kid leather. As years went by the fashions represented in the 
stock would change. There would be more open-toed shoes, more san- 
dals, more varieties of color, and more variety of type; there would 
be a swing toward more sport shoes, dress shoes would become more 
elaborate, and the distribution of the stock between types would be 
altered. However, the investment in the department would probably 
stay substantially the same and the sales in number of pairs would 
probably not alter greatly. 

Alert merchandising men and their tax advisers began to give some 
thought to the application of the last-in, first-out to their own busi- 
ness soon after the passage of the 1939 Revenue Act. For example, 
Mr. H. T. McAnly, who follows me in this hearing, was speaking and 
writing about this problem as early as 1941. Retailers had the legal 
right to use the method if they could work out an application. Obvi- 
ously, an application by types and styles of shoes, for example, would 
be worthless as few types and styles would be carried over more than 
a year or two and the merchants would find themselves in the same 
condition as though they were operating on first-in, first-out, and their 
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inventories, while not any more valuable, would be continually marked 
up. They would be required to show practically the same fictitious 
profits as would be shown under the other methods. 

In an effort to overcome this difficulty, the dollar-value method of 
applying the last-in, first-out method was devised. While perhaps 
complicated in operation, the method is simple in principle. To go 
back to our ladies’ shoe department, under the dollar-value method, 
at the beginning of the year of its first application the inventory would 
be valued, as provided in the statute, at cost. That inventory would 
represent the investment in ladies’ shoes which was being carried at. 
the beginning of the use of the last-in, first-out method. 

Presumably it was a normal inventory and, if not, it would be 
adjusted later on in the natural operations of business. At the close 
of the year the inventory would be taken at cost at that time and an 
index, at first worked out by the individual merchant but now supplied 
by the Bureau of Labor Statistics, would be applied to the year-end 
inventory to bring it back to the price level of the beginning of the 
year. If the inv entory at the end-of-the-year prices was, when con- 
verted to beginning-of-the-year prices, less than the beginning inven- 
tory, it would be carried at that figure—that is, the end-of-the-year 
rices reduced to the beginning-of-the-year prices. If the total of the 
inventory at the end of the year, priced at the beginning-of-the-year 
prices, were found to be greater than the inventory at the end of the 
year, then the amount by which the closing inventory exceeded the 
beginning would be valued at cost at the end of the year and so much 
of the investment as equaled the investment at the beginning of the 
year would be carried at the beginning-of-the-year prices. 

This explanation is, perhaps, a little involved, but if we think of the 
inventory merely as so many dollars of different values it becomes 
a little easier to understand. If we had no goods at all but merely 
dollars on hand and a dollar would buy only 80 cents at the end of 
the year in terms of the dollar at the beginning of the year, we would 
have to have an inventory of $125 at the close-of-the-year prices to 
equal an inventory of $100 at the ae -of-the-year prices. It 
seemed to retailers, wholesalers, and manufacturers of complicated 
appliances or machines that the refusal on the part of the Bureau of 
Internal Revenue to permit them to use the dollar-value method was 
unfair and discriminatory and put them at a disadvantage as com- 
yared to other taxpayers who were able to avail themselves of the 
benefits of the last-in, first-out method. 

The Bureau of Internal Revenue advised many taxpayers that the 
dollar-value method would not be accepted as a method of applying 
last-in, first-out. Most taxpayers, when they were told this, took the 
Bureau of Internal Revenue at its word and did not attempt to use 
the method. Still other taxpayers who might have used the method 
on the dollar-value basis did not do so because the attitude of the 
Bureau of Internal Revenue was well known generally to taxpayers 
and to their tax advisers. 

For several years the Bureau of Internal Revenue took the position 
that the use of the last-in, first-out method was to be as limited as 
possible, and it generally construed the last-in, first-out provisions of 
the statute strictly against the taxpayer. There were some modifica- 
tions of this position, notably in Treasury Decision 5407 and the regu- 
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lations issued thereunder, but there was no relaxation of the attitude 
of the Bureau of Internal Revenue toward the dollar-value method. 

Certain taxpayers were not satisfied with the attitude of the Bureau 
of Internal Revenue and decided to bring a test case. This was the 
case of Hutzler Bros. v. Commnnatannen, which was tried in the Tax 
Court and decided in the favor of the taxpayer in January 1947, 
8 years after the passage of the 1939 legislation permitting all tax- 
payers to use the last-in, first-out method. 

The position of taxpayers who had followed the advice of the 
Bureau and who did not exercise their right to use that method be- 
cause they were told that the dollar-value method would not be allowed 
was difficult in the extreme, as was the position of those taxpayers 
who had accepted the Bureau’s position without getting a formal 
ruling. The decision in the Hutzler Bros. case came in a period of 
high prices. To go on last-in, first-out after the decision in Hutzler 
Bros. would be to get much less benefit than if the taxpayer had gone 
on the last-in, first-out method when he first intended to. It would 
mean taking the risk of a subsequent falling market. Many taxpayers 
who felt that last-in, first-out was correct in principle for their busi- 
ness did not avail themselves of the Hutzler Bros. decision because 
of their uncertainty about the price structure. 

Complete equity would seem to have called for giving a retroactive 
right of election to taxpayers to whom the dollar-value method was 
applicable. If the principle of the Hutzler Bros. case was correct at 
the time it was decided, then it was correct in 1939. The error was 
made by the Bureau of Internal Revenue in interpreting the statute 
and the revenue gained by this misinterpretation. The t taxpayers who 
had interpreted the statute correctly had lost by the misinterpreta- 
tion of the Bureau. Here we have the party in error rewarded and 
the party who interpreted the statute correctly but was confirmed too 
late in his correct opinion greatly damaged. 

In fact, the damage to taxpayers who should have gone on the 
dollar-value basis but were prevented from doing so by the advice 
and action of the Bureau was so great that its very size was enough 
to make any attempt at restitution or relief impracticable. If legis- 
lation permitting a retroactive election had been passed, it would have 
cost in taxes many hundreds of millions of dollars. Such a disturb- 
ance in the Government’s fiscal affairs could not, it was thought, be 
tolerated as a practical matter, regardless of equity or justice. 

This summary of the history of the last-in, first-out method and the 
dollar-value variation of that method should be sufficient to show that 
while retroactive relief is not practical there is a great need for some 
sort of prospective relief for taxpayers who should have used the 
dollar-value method but who were kept from doing so by the advice 
and action of the Bureau of Internal Revenue. 

No criticism of the Bureau of Internal Revenue is intended or im- 
plied. The officials of the Bureau were no doubt sincere in their belief 
that the application of the last-in, first-out method on a narrow basis 
was the actual intent of Congress and in this belief made every effort 
to enforce the law strictly against the taxpayer. Once the issue was 
settled, the Bureau complied with the Hutzler Bros. decision and the 
later decision in the Edgar A. Basse case. Regulations were issued 
as soon as practicable, and it is generally believed are being applied 
with fairness and equity. 
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However, while the action and attitude of the Bureau is not open 
to criticism it is, nevertheless, true that a number of taxpayers were 
seriously damaged by it and that the effect was that of a severe and 
damaging discrimination against certain classes and groups of tax- 
payers. 

If we agree that discrimination between taxpayers, unintentional 
but nevertheless damaging, was practiced by the Bureau of Internal 
Revenue before the Hutzler Bros. decision, that relief is called for as 
a matter of equity and that, furthermore, full relief is a practical im- 
possibility, the next question that presents itself is—What sort of re- 
lief should be granted and can this be done without a disproportionate 
present decrease in tax revenue! If we assume that retroactive relief 
is impossible, then the only other type of relief which can be given is 
future or prospective. Future relief does not need to mean any im- 
portant loss of revenue. The purposes of future relief are primarily 
administrative and are not particularly concerned with the amount 
of tax to be paid. 

When the Hutzler Bros. case was decided, prices had advanced a 
great deal from the year 1939. The Wholesale Price Index was at 
about 100 in 1939 and had risen to over 200 in 1947, This same index 
has advanced to over 230 in 1951 and it is still true that we are working 
on a price level which is high by previous standards. It is impossi- 
ble to forecast the future course of prices but past experience indicates 
that some recessions and drops in prices are to be expected. 

The taxpayer who would have gone on last-in, first-out in 1939 or 
1940, if the interpretations of the law now in effect had been in effect 
then, hesitates, at the present time to adopt the last-in, first-out method. 
This hesitation has nothing to do with the impossibility of obtaining 
relief in the past, although many taxpayers still feel they have not 
been treated equitably. However, most taxpayers, who should use the 
dollar-value method and were prevented from doing so by the Bureau 
of Internal Revenue, would be willing to adopt the new method now 
provided that the requirements that all last-in, first-out inventories be 
carried at cost were changed and permission granted to carry inven- 
tories at cost or market, whichever is lower. 

The reason for this is that with such a provision the taxpayer would 
at least be protected from the possibility of being left with a high- 
priced inventory in a period of declining prices. Various limitations 
have been suggested on the use of cost or market, whichever is lower, 
by last-in, first-out taxpayers. One of these limitations is that the 
use of cost or market, whichever is lower, should be limited to a period 
supposed to be, roughly, representative of the business cycle. 

Another proposed limitation is that a floor be put on prices. For 
example, no matter what the market price of certain goods or material 
may be, no reduction below prices ruling, say, in the year 1939 or 1940, 
should be permitted. If the time period is equal to a complete busi- 
ness cycle, it is possible from no prospective injustice will be done to 
those taxpayers prevented from using last-in, first-out and the dollar- 

value method by the advice or representatives of the Bureau of In- 
ternal Revenue. 

The next question which arises is, What will this relief cost? In 
answering this question we must consider four groups of taxpayers: 

First, those who went on the last-in, first-out method in the first 
few years after the passage of the 1939 act. 
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Second, those taxpayers who have recently adopted the last-in, first- 
out method but who could have adopted it just as well in an earlier year. 

Third, those taxpayers who have recently adopted the last-in, first- 
out method and who had previously been precluded from doing so by 
the advice and conduct of the Bureau. 

Fourth, those taxpayers not now using the !ast-in, first-out method. 

It is unlikely that prices will fall below the 1939 level in the fore- 
seeable future. If this should happen and if all but last-in, first-out 
taxpayers retain the right to 5 tol inventories to market, it is 
possible, in a period of severe depression, that taxpayers who adopted 
the last-in, first-out method shortly after its use was permitted for 
tax purposes might gain a little from the proposed legislation. How- 
ever, such a possibility seems quite remote and I believe any possible 
loss to the revenue on this account would be completely insignificant. 

The next group, those who went on last-in, first-out recently but 
who could have gone on it at any time before, that is, taxpayers who 
have recently changed their inventory method but have not changed 
to the dollar-value method, might stand to gain something if there 
was a serious drop in prices in the next few years. It is difficult to 
estimate what this might be but it would take a very substantial 
drop in prices, more, I believe, than anyone now anticipates to be 
possible, to make any serious difference to the revenue because of 
this group. If the proposed legislation results in any loss of revenue 
which is at all substantial it will be among taxpayers in this group. 

The third group, those who have recently gone on the last-in, 
first-out method on a dollar-value basis, might also benefit by a severe 
drop in prices if the proposed legislation is passed. They, however, 
are equitably entitled to any suc h benefits. Here, again, it is difficult 
to estimate what the loss of revenue would be, but it is fair to say 
that if these taxpayers had not elected the last-in, first-out method 
at the time they did and had merely made use of their existing rights, 
they would still be entitled to the right to value their inventories at 
cost or market, whichever is lower. 

The fourth group, those taxpayers not now on the last-in, first-out 
method, can, if they are sufficiently alert, get all the benefits of the 
proposed legislation merely by choosing the time at which they will 
adopt the last-in, first-out method in the future, as is explained in 
a later part of my testimony. 

Basically, the purpose of the legislation is administrative reform 
rather than its effect on revenue. It would have, in some circum- 
stances, no revenue effect whatever; and in others the effect would 
be minor. If prices remained level the legislation would have no 
effect. If prices rose rapidly, there would be little effect as in that 
case large numbers of taxpayers would exercise their present right 
and go on the last-in, first-out method. If prices dropped, then 
taxpayers not on the last-in, first-out method would refrain from 
adopting the method until the bottom of the prices had been reached, 
at which time they would elect last in, first out and freeze their basic 
inventories at the lowest prices. 

If we look at our present inventory provisions ond regulations 
concerning the elective or last-in, first-out method we find : 

Any taxpayer not now returning his income on this method 
may elect to do so. 
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2. He may elect at the close of any taxable year which he 
chooses. 

3. The election, once made, is binding until permission to 
change is given by the Commissioner. 

4. The taxpayer on election renounces his right to value his 
inventory at cost or market, whichever is lower. 

5. He must use the last-in, first-out method for financial state- 
ments to third parties. 

These requirements might have been fair for taxpayers adopting last 
in, first out, say, in 1939 or 1940. If all taxpayers had been in a posi- 
tion to adopt last in, first out in those years they would all have had 
what amounted to substantially fixed inventories on the same price 
level. If a taxpayer who could have done so, failed to elect the last- 
in, first-out method in 1939 or 1940 he would have failed to exercise his 
rights with his eyes open and he should be willing to accept the 
consequences. 

However, the taxpayer who wished to adopt last in, first out in the 
early years of its existence as a tax method and was prevented, either 
directly or indirectly, from so doing by the advice or actions of the 
Bureau of Internal Revenue, is in a totally different position. He is 
forced into valuing his inventory at cost prices of a period consider- 
ably later than he would have been able to use if he had elected at the 
time of the passage of the legislation or shortly thereafter. 

If this failure had been voluntary no relief would be justified. 
However, the failure to elect was involuntary, as the Bureau of In- 
ternal Revenue stated that certain methods were inadmissible and 
told taxpayers that if such methods were used they would be dis- 
allowed. Such taxpayers have been paying taxes on inflated profits 
from 1939 to the present time because they were not permitted to 
exercise a right which it was later determined they had possessed 
since the passage of the 1939 legislation. What the taxpayer now 
asks for is not a retroactive election but merely the right to protect 
himself against future price drops if he elects the last-in, first-out 
method at the present time. 

Assuming that taxpayers are reasonably alert and understand and 
will exercise their existing rights, there seems to be little reason to 
think that any substantial loss will result from giving those tax- 
payers who elect the last-in, first-out method the right to reduce their 
inventories to cost or market, whichever is lower. Taxpayers have, 
at present, the right to elect last in, first out in whatever year they 
wish to. They also have the right, if not now on last in, first out, to 
write their inventories down to cost or market, whichever is lower. If 
we assume that the majority of taxpayers will act with some intelli- 
gent appreciation of their own interests we might safely say that at. 
a high-price level, which does not show much present indication of 
going a great deal higher, few taxpayers, not already on last in, first 
out, will elect to use that method. Instead, they will continue on first 
in, first out or some similar method under which reductions of inven- 
tory to cost or market, whichever is lower, are permitted. 

If prices drop it is quite probable that many taxpayers will elect 
the last-in, first-out method at or about the time they believe prices 
have reached their lowest level. This will, of course, result in a loss 
of revenue, but it is a loss in revenue already built into the statutes 
and the code and there is no presently known intention of changing 
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this. There would thus be no revenue loss from the proposed legisla- 
tion on a declining market if the use of the lower of cost or market 
were permitted to  last-i in, first-out taxpayers. If taxpayers went on 
last in, first out at the present time and there was a drop in prices 
and reducion of inventories to cost or market were permitted, the 
result in taxable income would be precisely the same as though such 
legislation had never been passed. 

‘If prices remain reasonably steady, obviously the cost or market, 
whichever is lower, provision would have no prospective effect at all. 
If prices rose gradually, it is quite possible that a number of first-in, 
first-out taxpayers would neglect to change to the last-in, first-out 
basis, but if prices rose steeply in any 1 year a great many taxpayers 
would exercise the right which they now have by statute to change to 
the last-in, first-out method. They would thus avoid paying taxes on 
the increased and fictitious inventory profits which would result from 
the writeup of inventories consequent on a rise in market prices. Here, 
again, while the revenue would be less than it would be if last-in, first- 
out were not permitted, the failure to collect the additional revenue on 
the price rise would be attributable to legislation already on the books. 
It would, in fact, be carrying out the avowed purpose of such legisla- 
tion, which is to tax actual realized profits rather than fictitious profits 
created by writing up an inventory of the same quantity or investment 
— at the end of the year as was on hand at the beginning of the 
ye If the right to use cost or market inventories were granted to 
laste in, first-out taxpayers in a period of steeply rising prices it should 
have little or no effect on revenue as taxpayers would soon exercise 
their existing right to adopt the elective or last-in, first-out method. 

In considering the effect of giving taxpayers the right to use cost 
or market on last-in, first-out inventories we must remember that a 

taxpayer has the advantage of at least 1414 months’ hindsight. The 
election to use last-in, first-out is made when the return is filed and the 
due date for the return, if filed on time, is 214 months after the close of 
the taxable year. Furthermore, many corporations apply for exten- 
sions of time because of the difficulties of determining taxable income 
within that period. A taxpayer may, therefore, make a survey of the 
previous 144%4 months’ transactions on the 13th of March and decide 
that, as there was a steep rise in prices in August and September 
which continued until the end of the year, he had better go on last-in, 
first-out because he could show substantially less profit in that year. 
He does not have to anticipate conditions. He might, under different 
circumstances, survey the early rise, see that there was a substantial 
drop in prices in December or the following January. He would say 
“This is not a very good year for us to adopt last-in, first-out.” 

The taxpayer has these options and the statute properly and fairly 
gives him a chance to review the early transactions before he makes a 
decision. It would seem, therefore, that the taxpayer could, at the 
present time, by the exercise of care and business judgment ‘achieve 
substantially the same results as would be arrived at if he had been 
permitted to write down his last-in, first-out inventories to the lower 
of cost or market. 

We may then fairly say that so far as the taxpayer not now report- 
ing on the last-in, first-out method is concerned, no loss of revenue 
would result from the passage of this legislation. The reason for 
making this statement is that it is not proposed to curtail any present 
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rights of the taxpayer in respect to inventories. If care and judgment 
are used in the exercise of these rights, he will achieve substantially the 
same results in taxable income and tax as would be achieved by the 
permission to write down last-in, first-out inventories to cost or 
market. 

This statement immediately raises another question. If the result 
of the passage of the recommended legislation will be no great gain 
to most taxpayers, and no great loss to the Treasury, why should we be 
concerned with it at all? There are two answers to this question. 
First, the passage of this legislation would encourage taxpayers to go 
on the last-in, first-out basis which would be of considerable impor- 
tance from a business and statistical point of view. The Department 
of Commerce makes a calculation to reduce reported corporate incomes 
on various bases to a last-in, first-out basis because the Department 
considers that profits based on inventories calculated on this method 
are more reliable and show more correctly results of current opera- 
tions than profits arrived at by the application of other inventory 
methods. It is well recognized that the more extended use of the 
Jast-in, first-out method of late years has prevented the showing of 
fictitious and unrealized corporate income and has thus made possible 
sounder financing and better financial management of the country’s 
business. Economists, both in and out of the Government, have stated 
over and over again that the last-in, first-out inventory method gives 
results closer to economic facts than any other inventory method. 

Another reason for the adoption of the legislation is simplification 
of administration in the Bureau of Internal Revenue and in other 
Government departments. As more and more corporations use the 
last-in, first-out method the comparability of statements, particularly 
statements of income, improves and the difficulties of the Bureau wit 
the interpretation of a number of different inventory methods would 
gradually decrease as more taxpayers turn to the last-in, first-out 
method. 

A third reason for the adoption of the legislation is that, while there 
is no doubt that the greater number of taxpayers, particularly among 
the larger corporations, will be sufficiently alert and well advised to 

ain the same results under present laws as they would if cost or mar- 
et were permitted to last-in, first-out taxpayers, there would still be 
a number of taxpayers, mostly among the smaller corporations, who 
would have difficulty because of the greater alertness and care required 
in adapating present law and regulations to their particular situations 
than would be necessary if the proposed legislation were in effect. It 
seems inadvisable, not to say unfair, to put obstacles in the way of 
arriving at a true and economic income which are, to a large extent, 
merely formal. It seems equally unfair to put a high premium on the 
ability to guess correctly when the bottom of an economic cycle has 
been reached. 

If we agree that a substantial injustice has been done to those tax- 
payers who would have adopted the Jast-in, first-out method man 
years ago if this had been possible under the dollar-value method, 
then it seems unfair, undesirable, and poor administration to refrain 
from passing legislation which would make it simpler and more cer- 
tain to get the effect of prospective relief. Instead of permitting the 
law and regulations to stay in their present confused state, which 
forces taxpayers to look about for means of adapting present law to 
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their particular situations, it would seem far better to pass the pro- 
posed legislation which would provide a simple, orderly, and automatic 
method of permitting taxpayers who should previously have adopted 
the last-in, first-out method to do so now regardless of the price level 
at the time of adoption and regardless of the previous difficulties of 
the Bureau of Internal Revenue. 

This is a tax measure which can be recommended as being pre- 
dominantly of an administrative nature. There is no large price tag 
attached to it. A small amount of revenue might be lost through the 
failure of the Bureau of Internal Revenue to profit from the errors 
and inadvertence of taxpayers not familiar with their present rights. 
There may be some losses if prices decline to levels which do not now 
seem likely to be reached. Otherwise, the loss of revenue would be 
negligible. 

It is unthinkable that the committee could refuse to clear up an 
administrative snarl merely because a little extra revenue may be 
improperly, though, legally, collected from taxpayers who do not un- 
derstand or who neglect their present rights. 

Legislation has been proposed several times on this subject. I do 
not intend to go into the merits of particular bills and particular meth- 
ods of relief. It should be enough to say that the permission to use 
the lower of cost or market as a method of calculating the income of 
last-in, first-out taxpayers should be written into the law. The statute 
should now permit those taxpayers formerly prevented by Treasury 
advice and action from adopting the last-in, first-out method to adopt 
the method now without fear of the effects, in a period of high prices, 
of the present requirements for the use of that method, particularly 
as no important loss of revenue can at present be foreseen and both the 
Bureau of Internal Revenue and the taxpayer will gain by improved 
and simplified administration. 

The CuarrmMan. Thank you very much for your very fine state- 
ment. 

Are there any questions? 

Mr. Esernarrer. Your main contention is that the businessman 
would not have to take so much of a chance, because he would know 
about what his tax bill would be? 

Mr. Pevouser. Yes; that is right. It takes one more element of 
chance out of the tax law, one more undesirable feature which prac- 
tically amounts to a tax wager. 

Mr. Exsernarter. In other words, you would take the element of 
chance out of the cost of doing business, which would result in making 
you more sure of a certain amount of profit ? 

Mr. Perovset. Yes. In other words, you would do what most 
prudent businessmen want to do. You would let them do their busi- 
ness with a minimum of speculation. I do not think the average busi- 
nessman wants to speculate, and I think anything in the tax law that 
pushes a man toward speculation is necessarily bad. 

Mr. Exsernarrer. Thank you. 

The CHamman. We thank you for your appearance and the infor- 
mation you have given the committee. 

The next witness is Mr. H. T. McAnly, Ernst & Ernst, accountants, 
Cleveland, Ohio. 

Give your name and the capacity in which you appear for the benefit 
of the record. 
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STATEMENT OF H. T. McANLY, OF THE FIRM OF ERNST & ERNST, 
ACCOUNTANTS, CLEVELAND, OHIO 


Mr. McAnty. My name is T. T. McAnly. I am a partner of the 
firm of Ernst & Ernst. I am appearing in support of this proposed 
amendment to permit LIFO taxpayers to use lower cost or market. 

Like Mr. Peloubet, I am not officially representing any association or 
individual business, but my firm has clients in all types of business 
throughout the country which have inventories, to whom this pro- 
posed legislation would apply and to whom it is of vital importance. 

The changes proposed by this amendment are contained in the text 
of identical bills, H. R. 5295 and H. R. 5296, which are now before 
your committee. In the data I have filed, I am including facsimiles. 

Section 22 (d) (1) of the Internal Revenue Code provides that all 
taxpayers may use the last-in, first-out (LIFO) pricing principle in 
determining inventory valuations. These provisions were enacted by 
Congress in the Revenue Act of 1939 for the express purpose of pro- 
viding a means through which the increased cost of carrying the 
same required inventory investment, due to price rises, would not be 
considered business profits. 

For 10 years following enactment in 1939, administrative interpreta- 
tions and regulations issued by the Bureau of Internal Revenue dis- 
couraged, and in many instances specifically prohibited, the use of 
LIFO except for very simple inventories. 

The Bureau did not broaden its regulations until compelled to do so 
as the result of several Tax Court decisions in 1947 (Hutzler Bros., 
8 T. C. 14; Edgar A. Basse, 10 T. C. 328; and Sweeney & Co. Inc., 
7 T. C. M. 121), which upheld practical mechanics of applying the 
last-in, first-out method for complex inventories. This was in 1949— 
10 years too late—and by that time, prices had risen more than 100 
percent over 1939 levels. 

I have included here exhibit B, which is a chart of wholesale price 
indexes. I would like to explain this chart very briefly. This hone 
the wholesale prices for 150 years. You will notice the peaks are 
reached at anywhere from 15- to 25-year intervals. In the year 1913, 
when our income-tax laws came into being, we were below 100; 100 is 
placed on this chart as the year 1939. You will note that during the 
period up to about 1919 and 1920, when LIFO did not exist, that was 
also the period in which accounting was being developed on a much 
more scientific basis but had not as yet resorted to the use of LIFO. 
Prices reached this point around 200. 

In the years 1920 and 1921 there were tremendous drops in prices 
which called for tremendous drops in inventory. For example, from 
1919 and 1920 through 1921, 38 companies wrote out of their inven- 
tories over $300 million which they had called profit on the way up 
only to take a loss at that point. 

Then prices leveled off during 1920, as shown here [indicating]. 

In 1931 there was a further price decline, and another group of 
about 15 companies wrote $100 million out of inventories. Inciden- 
tally, during these years one of the largest corporations in the period 
of price rise, realizing this was not profit, set up a reserve against. 
profits which, of course, they could not take taxwise, of about $94 
million. So when this decline came they only had to write out $14 
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million more. In other words, they had provided for almost all of it 
at this point [indicating]. 

After that, during this period [indicating], the need for correcting 
accounting methods ‘became apparent, and from 1931 to 1939, primar ily 
through the efforts of Mr. Peloubet whom you just heard, this LIFO 
method of inv entory accounting was developed. 

As I mentioned, from 1939 to 1947, the Bureau discouraged the use 
of it, so that only companies with very simple inventories were able 
to use it, and it was only when we reached this point, in about 1947, 
that the regulations were broadened. But by that time, the bulk of 
industry already had inventories written up to this point [indicating] 
and, of course, had to go on LIFO at this point [indicating] to prevent 
further increases and thus to be prevented from writing out of inven- 
tories what they had been forced to write up would not be equitable. 

What we are proposing to do now is to give some protection to com- 
panies that may want to go on LIFO if there are further price increases 
or those companies that did go on at this point [indicating]. I think 
that covers the chart sufficiently. 

Had all taxpayers been allowed by the Bureau of Internal Revenue 
to adopt this pricing principle as originally intended in the 1939 act, 
much of the extensive price inflation now contained in current inven- 
tory values would not exist. The United States Department of 
Commerce Survey of Current Business issue of May 1953 on page 22 
contains the following statement: 

Inventory growth has characterized the postwar period, but in most years it 
has been overstated by the reported change in book value. In 1947, for example, 


only $1.4 billion of the book-value change of $8.7 billion represented physical 


change at current prices. The additional $7.3 billion increase in book value 
represented the effect of rising prices on inventory valuation. 

Had a substantial portion of business inventories gone on LIFO 
in the early forties, we would now have no reason to be concerned 
over the consequences of a possible recurrence of a precipitous decline 
such as took place following World War I, which in 1920-21 wiped 
out many hundreds of millions of values almost overnight. 

Also serious inequities now exist among taxpayers which would 
never have developed. In many industries, some companies are using 
LIFO for all or a part of their inventories, whereas other companies 
were led to believe it was not applicable and did not adopt it at all, 
and are, therefore, at a serious disadvantage. Some companies who 
did adopt it early have expanded operations materially in the higher 
cost level years and have large segments of their inventories frozen 
at these high levels. Companies who came into existence in the latter 
high-cost years are deferring adoption until prices may recede, thus 
continuing to overstate realized profits as cost prices increase. Fur- 
thermore, this lack of uniformity in inventory pricing is reflected in 
a confusing lack of uniformity in financial reporting to stockholders 
and the public. 

From the beginning of World War II in 1939 through 1952, the 
Bureau of Labor Statistics (Revised) All Commodities Index 
(monthly average), rose from 50.1 to 111.6, an increase of 122 per- 
cent. Although commodity prices have remained quite steady so far 
this year, recent wage and price increases and those contemplated 
could cause a renewed upward trend. 
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One of the requirements for the adoption of LIFO under the pro- 
visions of section 22 (d) (1) is that the beginning inventory must be 
valued at cost, and kept at that level regardless of downward price 
movements. 

Obviously, at the high price levels of 1949 (when the Bureau regula- 
tions were broadened) and the still higher levels which have since 
prevailed, most taxpayers could not prudently adopt LIFO and 
forgo the right to write down, when prices declined, these same in- 
ventories which they had been forced to write up. 

Now I have another chart example. This is an example of what 
happens from the things I have just said. 

At this point in 1939 [indicating] we had the cost of an item of $1. 
If that company had gone on LIFO and had 1,000 items in their in- 
ventory, those 1,000 items under all of these conditions would still be 
carried at $1,000. 

In 1949, that same item had a high price of $2. Under LIFO in- 
ventory, if they were discouraged from using that, that value would be 
taxed at $2,000. However, under LIFO, it would be $1,000. So they 
have an unrealized paper profit merely due to the change in inventory 
of $1,000. 

In 1951, that same item had a price of $2.30; so we have a corres- 
ponding increase under LIFO to $2,300 or an unrealized paper profit 
of $1,300. 

Assume the amendment is enacted. The value under LIFO of 
2,300, of course, is not affected by the amendment. We already have 
that. The market writedowns go down to $1,750. The company under 
LIFO that has written inventory up to $2,300 can bring it down to 
$1,750. 

If this company adopted LIFO in 1951, at the 1951 price level, 
under the amendment, this company would have a right to write that 
inventory down to $1,750, the same as this company [indicating] 
had under LIFO. 

If this company [indicating] adopted LIFO in 1939, of course, the 
inventory would still be on the veda at $1,000, which would not be 
affected in any way by the writedown in market, since the market is 
higher than the cost. 

As a consequence, relatively few taxpayers have been able to em- 
brace the sound principles of the LIFO legislation which were 
enacted in 1939. Aonedisiet: price inflation has continued to accu- 
mulate in business inventories creating large segments of unrealized 
profits upon which dividends, wage increases, and income and excess- 
profits taxes have been and are being paid and constituting an over- 
hanging threat of losses against future years’ profits in the event of 
future price deflation. 

Under the thy ween amendment to section 22 (d) (1) of the Internal 
Revenue Code, companies can make permanent reductions in their 
inventories to market value to the extent that prices decline below the 
costs computed under the LIFO order of pricing. This will permit 
companies who could not adopt LIFO due to the narrow Bureau regu- 
lations in effect for 10 years (and thus have been required to write up 
their inventories to current cost value), an opportunity to adopt LIFO 
without further delay and without giving up the right to write down 
these high beginning cost values if prices decline. 

87746-—53—pt. 1—_—-41 
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In any consideration of this subject, we must always recognize that 
companies who shift to LIFO under the amendment provisions, will 
have no greater writedown on inventory if prices decline than they 
would have if they remained on the old (first-in, first-out—FIFO) 
basis until prices reached a lower level and then shifted to LIFO at 
that time. 

Without this amendment, companies need only defer adoption of 
LIFO and further inflate their inventories and profits if prices in- 
crease only to thus build wp a greater accumulated unrealized profit in 
their inventories which will be charged off against profits of future 
years when prices decline. Then they can adopt LIFO at the lower 
cost level. This merely increases the future potential losses that are 
being piled up in our total inventory values which some day will be- 
come actualities to the extent that prices decline, reducing available 
taxable income probably at a time when most needed. 

We must also realize that when prices increase over the present 
levels, income that is reduced through the introduction of LIFO will 
become additional income when prices recede—and certainly we can 
expect price declines at least to the extent of any added price inflation 
over the present levels. Thus no taxable revenues are permanently 
lost—merely shifted to the year when they are actually realized and 
available for taxation. 

Due to the opposition of the Bureau of Internal Revenue for so 
many years which prevented a wide adoption of LIFO among tax- 
payers, the administration of the existing provisions of section 22 (d) 
(1) of the code under present-day conditions, forces taxpayers to 
abandon sound business principles and accepted accounting principles 
of long standing if they elect to use LIFO. 

There is a well-recognized accounting principle that all foreseeable 
costs and losses should be provided for, and that profits should not be 
recognized until they are realized by an actual sale. It is based on 
what is universally considered to be cound business practice. It re- 
flects the recognition among businessmen generally, acquired by bitter 
experience throughout the years, that any other practice leads to over- 
optimism and failure. The principle that income should not be recog- 
nized until realized is probably as firmly fixed in practice as any ac- 
counting principle there is. It is based on the knowledge that, until 
an item has been sold, there is no assurance that it may not have to 
be sold at a loss. The companion principle that costs and losses 
should be provided for when they appear likely is based on the equally 
sound reason that business experience has demonstrated that, once a 
loss appears likely, it is much more often suffered than not. 

“Cost or market, whichever is lower,” is recognized as a proper 
procedure for tax purposes in connection with other methods of 
inventory valuation. Also, the regulations recognize the propriety 
of companies on the LIFO basis using the lower of cost or market 
in their books of account. It is highly desirable for companies to 
be able to report income for tax purposes on the same basis as they 
report for corporate purposes wherever possible. There are, there- 
fore, sound reasons both theoretical and practical, for giving com- 
panies on LIFO the same right to follow the “Cost or market, which- 
ever is lower” practice for tax purposes that other companies have 
and at the same time make it possible for them to conform their tax 
returns to the method they follow in their accounts. 





NOEs, 
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The basic principles of this proposed amendment were proposed 
in different forms during the 82d Congress. In the first session, one 
suggested revision was introduced into the record of the hearings 
before the Committee on Finance of the United States Senate on the 
Revenue Act of 1951. It was considered by them and referred to the 
Joint Committee on Internal Revenue Taxation. 

Just prior to and during the second session of the 82d Congress, 
a number of conferences were arranged through the helpful coopera- 
tion of Mr. Colin F. Stam, which were attended by representatives 
of the Treasury Department, the Bureau of Internal Revenue, the 
staff of the Joint Committee on Internal Revenue Taxation, and part- 
ners of a number of the leading firms of certified public accountants. 

Following these meetings, a proposed amendment was drafted in 
which an attempt was made to meet the views expressed by those in 
attendance, including the suggestion by certain of the representatives 
of Government that a limitation period should be provided and perma- 
nent write-downs to market be permitted only within such period. 
Although actually no limitation period is rightfully a part of the basic 
principles involved in this legislation, since we are dealing with mat- 
ters of established business and accounting practices, such a period 
was included as a compromise measure, even though its duration 
was obviously far too short as will be explained. 

This proposed amendment was introduced as H. R. 7447 on April 8, 
1952, by Representative A. Sidney Camp, of Georgia, and on April 
23, 1952, an identical bill (H. R. 7554) was introduced by Repre- 
sentative Daniel A. Reed, of New York. (See exhibit D for facsimile 
of H. R. 7447.) 

It is our understanding that your committee sent these bills promptly 
to the Treasury Department requesting the customary report thereon, 
and we know that frequent assurances were given from time to time 
to sponsors of the bills, that such report would be forthcoming at 
an early date. We understand, however, that no formal report was 
made by the Treasury Department before Congress adjourned. 

In any consideration of a limitation period, it must be recognized 
that unless the period is of sufficient length, one of the principal ob- 
jectives of the amendment cannot be achieved, which is, of course, 
to give reasonable assurance that existing injustices can be eliminated 
to the fullest possible extent. The three previous major price-rise 
cycles, as shown on the chart on exhibit B—each due to war condi- 
tions (as is the current price peak)—covered periods of from 15 to 
20 years. In each of these previous cycles, it took about 10 years for 
prices to decline from the peak to a reasonably normal level. 

With the governmental measures which are now available to pre- 
vent or retard serious business recessions, it may be that price de- 
clines will not be as precipitous as heretofore—hence, the period 
necessary to cover a return can current peak prices to fairly normal 
levels may be lengthened as compared to previous wartime price 
cycles. It would seem, therefore, that any limitation period in this 
legislation of less than 10 years would be grossly inadequate. 

The revision of section 22 (d) which is suggested in H. R. 5295 
and H. R. 5296 contains no provision for a limitation period. Since 
the combined application of the LIFO order of pricing and the lower 
of cost or market principle (as provided by this amendment) merely 
give taxpayers the right to operate their business in accordance with 
recognized, long-established, sound business principles, there should 
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be no such limitation imposed that would prevent them from so doing 
at any and all times. 

The limitation period was originally suggested by Government 
representatives as a protection against what they regarded loss of 
tax revenue. Since under LIFO, realized business profits do not 
escape taxation, no sound reason exists for such a limitation period. 
This alleged loss of tax revenue will be discussed further herein. 

Since the opening of the 83d Congress, several discussions have 
taken place with officials of the Treasury Department, and with 
members of the staff of the Joint Committee on Internal Revenue 
Taxation. In these conferences, as well as in the previous meetings 
heretofore mentioned, the question was frequently raised as to the 
possible effect on Government revenues which might result from en- 
actment of an amendment of this nature through encouraging tax- 
payers who are not using LIFO to adopt it promptly. 

Studies which have been made with the assistance of consulting 
economists indicate that any shift to LIFO under such circumstances 
would be gradual and not of sufficient proportion at any one time to 
constitute an obstacle to the enactment of the amendent. The studies 
are based upon figures supplied by several Government agencies 
and demonstrate that, considering the percentage of inventories now 
on LIFO in those industries with relatively simple inventories which 
have had an unobstructed opportunity for 14 years to adopt LIFO, 
any additional shift to LIFO seems almost certain to be spread over 
a considerable period of time. Exhibits E and F summarize the re- 
sults of these studies, 

I want to take two more minutes to give you an exhibit—two ex- 
hibits E and F. 


(The matter referred to is as follows:) 


Exursit E—Possible shift to LIFO 


{Basic figures provided by U. S. Department of Commerce. Estimates and conclusions b 
sponsors of H. R. 5295 and H. R. 5296 with the assistance of Gilbert MacKay 
Associates] 

Millions 

1. Total business inventories (Dec. 31, 1951) - 72, 736 

2. Inventories not generally adaptable to LIFO: Millions 

Small companies (average inventory $116,000) #20, 200 
DIO ORRROTRED : COURT RE ING is 6 tarts Sine ei ts setnSi 5, 127 
Companies operating at a loss 

39, 572 


8. Total inventories adaptable to LIFO 33, 164 
~ bevetnberion netnaliy 60 TPO cs ick hi ee ek neinedc e 7,148 


Total potential LIFO inventories 26, 016 
Inventories expected to be adapated to LIFO 6, 818 


Note A.—The 25 industry classifications into which the total potential LIFO inven- 
tories (line 5 above) were separated, were studied individually. It was noted that the 
primary metals industry to which LIFO was originally available in 1938 only had 63 
pe reent of their total potential LIFO inventories on LIFO after 183 years. The petroleum 
and coal products industry, another group of early LIFO users, had slightly less than 50 
percent of their total potential inventories on LIFO after 13 years. 

The fact that even in these 2 industries, where the application of LIFO is relatively 
simple, the percentage using LIFO was still (after 13 years) not as high as might be 
expected, indicates that in many other more complex industries, the shift to LIFO in a 
short period of 2 to 3 years would not be large. 

Taking into consideration the complexities of the inventories of the various industries 
and the time required to develop mechanics of application, separate percentages were 
estimated for each industry classification and the conclusion reached was that not more 
than $6,.818,000,000 of the $26.011,000,000 remaining potential might shift to LIFO in 
the next 2 or 3 years, if prices continue upward. Should this entire shift occur, 40 
percent of inventories adaptable to LIFO would then be on LIFO. (Line No. 4 plus line 
No. 6 divided by line No. 3). 

For each 1 percent of price rise, a shift of income from current year (when it is not 
actually available) to future years (when prices recede and it is actually available) of 
$68,000,000 would thus result 
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Exureit F—Additional profit “windfall” 

Millions 
. Total business sales (1951)* $530, 600 

Assume 1 percent price rise in 1 year (average one-half percent 

over period). This would seneress additional sales (including 
profit margin) of 2, 650 

. Assume profit margin of 10 percent. "Additional “windfall” profit 
on additional sales (line No. 2)? 265 
1Source: Economic Indicators prepared by Office of the Economic Adviser to the 
President E 
?Thus for each percent of price increase, a minimum of additional “windfall” profit 
can be expected to result, of $265,000,000 to be e ympared with a possible shift of income 
to a future year of $68,000,000 (1 percent of line No. 6, exhibit A), if a total of 40 percent 
of the total adaptable inventories go on LIFO. Should the full “total adaptable inventories 
of $26,016,000,000 (line No. 5, exhibit A) eventually shift to LIFO, each percentof price 
increase would represent a shift of unrealized income of $260,000,000—still less than the 

minimum additional “windfall” profit which would be available from the price rise. 


Mr. McAnty. A number of copies of the complete studies have been 
supplied to the Treasury Department and to the staff of the Joint 
Committee on Internal Revenue Taxation, us 

Among the salient features to consider in judging the need, benef 
and possible results of enactment of the proposed amendment are the 
following: 

1. Encouraging the adoption of LIFO by permitting all companies 
to use the lower of LIFO cost or market, will provide an opportunity 
to prevent further paper profit inflation if and when prices go “y and 
thus prevent these additional paper losses if and when prices go down. 

2. Giving all taxpayers who adopt LIFO, the right to write down 
to the current cost or market, will give them no greater deductions 
from accumulated income than they will have if they postpone their 
shift to LIFO until a lower price level. 

3. Under the present law (without the amendment) all companies 
not on LIFO now have the right to take write-downs to current cost 
or market when prices recede and then shift to LIFO. 

4. Likewise, under the existing law (without the amendment), new 
companies which come into existence at_high-cost-level periods, will 

wait until prices recede before adopting LIFO and thus they too will 
be forced to write up their inventories if prices go up before a decline 
takes place. On the other hand, companies which adopted LIFO 

sarly in the picture and have subsequently expanded their operations 
in the more recent high-cost years, find themselves with large portions 
of their expanded inventories frozen at these more recent high-cost 
oo ls. 

The amendment to permit the lower of LIFO cost or market will 
ptoviile the possibility of at least partially eliminating the inequities 
among taxpayers caused by the restrictive ‘administration of the orlgi- 
nal LIFO provisions for a period of 10 years subsequent to 1939 during 
which prices doubled. 

6. Over a complete price cycle, the same amount of business profits 
will be available for taxation—profits are merely shifted to the year 
in which they are realized—within the cycle. Again quoting from 


the United States Department of Commerce Survey of Current Busi- 
ness, M: ay 1953, on page 20: 


Over a complete price cycle total profits before faxes will tend to be similar, 
for any one firm, under either (LIFO or FIFO) method. 

7. For shorter periods of less than a complete price cycle, the effect 
upon taxable revenues will be to level out profits—a definite benefit 
to both the business economy and the Treasury. Another quotation 
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from the Survey of Current Business, page 20 of the May 1953 issue 
is pertinent: 


Another reason for the spread of LIFO is the greater stability of LIFO profits 
relative to FIFO profits over an extended period. LIFO profits are lower in 
times of rising prices when profits are typically high. Conversely, reported 
profits are greater (or losses smaller) under LIFO than under FIFO in times 
of falling prices when profits are typically low. To many businessmen, the 
smoother, more stable picture of earnings provided by LIFO is one of the more 
attractive features of the method. 

Taxpayers will be able to adopt LIFO for tax purposes and still 
continue to keep their accounts in conformity with sound business 
principles and accepted accounting practices, ‘. e., that income should 
not be recognized until realized, and that provision should be made 
for losses when it appears likely that they will occur. 

9. It will permit uniformity and clarification of financial reports. 

10. The possible shift to LIFO which might be encouraged by the 
amendment would be a gradual one with a relatively minor effect upon 
tax revenues in any one year—and then only in a period of rising prices. 
During such periods, the windfall of taxable realized profits from 
the effect of price increases as inventories are turned over several times 
during an annual period, far exceed the unresJized “paper profits” in 
inventories which are shifted to a future year through LIFO appli- 
eation. 

It is significant that the United States Department of Commerce 
in its national income accounting uses a method of inventory valua- 
tion which closely resembles the LIFO method. The National Income 
Supplement to the Survey of Current Business (1951 edition) on 
page 39 states: 

The LIFO method of inventory accounting yields results most akin to national 
income practice. 


Also on page 21 of the May 1953 issues of the Survey of Current 
3usiness, the statement is made that: 


The basie principle of the LIFO method, the charging of current costs to current 
revenues, is essentially the same as that embodied in national income concepts. 

It would seem, therefore, that the LIFO tax law should be amended so 
as to remove the obstacle which prevents its adoption by industry 
generally. 

12. Basically and most important of all. it will provide a single 
method of inventory pricing through which all taxpayers can at ‘all 
times keep price inflation out of inventory valuations, and business 
profits determined thereunder will be realized profits fully available 
for distribution as dividends, taxes, etc. On!y through the combina- 
tion of the LIFO order of pricing and the lower of cost or market 
inventory valuation method can business be conducted in accordance 
with sound principles and taxation of business profits placed upon the 
solid foundation of only taxing profits that have been realized. 

Thank you very much, gentlemen. 

The Cramman. Thank you very much, sir. 

The next witness is Mr. E. C. Stephenson, vice president, the J. L. 
Hudson Co. 

We are glad to have you here, Mr. Stephenson. Please give your 
name to the reporter and the capacity in which you appear and we will 
be glad to hear from you. 
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STATEMENT OF E. C. STEPHENSON, VICE PRESIDENT, THE J. L. 
HUDSON CO., DETROIT, MICH. 


Mr. Sreprenson. Mr. name is E. C. Stephenson, vice president of 
the J. L. Hudson Co., Detroit, Mich., and I am representing the 
National Retail Dry Goods Association, 100 West 31st Street, New 
York City, and the American Retail Federation, 1625 I Street NW., 
Washington 6, D. C. 

I have requested permission to appear before this body to present the 
position of the Nationa] Retail Dry Goods Association and the Ameri- 
can Retail Federation on the proposed amendment to section 22 (d) 
of the Internal Revenue Code, to permit LIFO taxpayers to use the 
lower of cost or market. 

The National Retail Dry Goods Association has a membership of 
over 7,000 department and specialty stores scattered from coast to 
coast and from the Canadian border to the most southerly boundaries 
of our country. This group of stores has aggregate employment of 
many thousands of people and does between 11 and 12 billion in 
total annual sales. The American Retail Federation is the parent as- 
sociation of the vast number of retail stores and associations shown 
on the last page of this report. 

The changes proposed by this amendment are contained in the text 
of identical bills, H. R. 5295 and H. R. 5296, which are now before 
your committee. 

Retailing has a particular interest in this legislation because of past 
inequities imposed on the trade by the Treasury Department. 

In the Revenue Act of 1939 Congress enacted section 22 (d) (1) of 
the Internal Revenue Code, providing that all taxpayers could use the 
last-in, first-out (LIFO) principle for pricing inventories for the 
express purpose of providing a method oe means of which the in- 
creased cost of carrying a given required inventory investment, due to 
price rises, would not be included in and considered business profits. 

However, the Treasury Department consistently refused to permit 
retailers to use this method of inventory valuation. Sometimes rul- 
ings were based on the grounds that inventories of retailers lacked 
homogeneity, as typified by the statement of Randolph E. Paul on 
June 15, 1942, before the Senate Finance Committee. In all cases 
where retailers used the retail method of inventory valuation, the 
Commissioner ruled that LIFO was not applicable. 

Relying on the many informal adverse rulings made by the Commis- 
sioner of Internal Revenue, many retailers who had complied with 
all the regulations required in order to adopt the LIFO plan and who 
had actually filed income-tax returns under the plan, abandoned their 
attempt and returned to traditional methods of inventory valuation. 
Other retailers felt that in view of the Commissioner’s rulings, it was 
futile to attempt to elect the LIFO method of inventory valuation 
with all of its stabilizing benefits, and therefore made no attempt to 
exercise their statutory right. 

About 30 retailers in the country persisted in their belief the Com- 
missioner was entirely wrong in his position and continued to file 
income-tax returns based on the LIFO method. Deficiency assess- 
ments were consistently made against them by the Internal Revenue 
Department. 
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Finally this group decided to have a test case taken through the 
courts to determine whether or not the Commissioner had the suthority 
to deny one class of taxpayers a right conferred by the Congress of the 
United States and, at the same time, permit other classes of taxpayers 
to exercise that same right. 

Hutzler Bros. Co., a very large department store located in Balti- 
more, Md., agreed to become the litigant. The American Retail Fed- 
eration spearheaded the conduct of the case through the courts. On 
January 14, 1947, Judge Opper of the Tax Court of the United States 
decided that the LIFO theory could be properly adapted to inventories 
maintained in dollars under the retail inventory method. It took from 
early in 1943 until January 14, 1947, to secure the right to use a method 
granted by the Congress of the United States in 19; 39, at a cost to the 
taxpayer for legal fees and creating indices acceptable to the Com- 
missioner, of about $150,000. It required still another year from 
January 14, 1947, to secure regulations governing the use of the LIFO 
principle. 

In spite of Judge Oppers decision, only last year the associ: tion was 
in controversy with the Treasury Department because it was denying 
the right to use the LIFO principle to specialty stores. The Treasury 
claimed that the department store indexes did not apply to identical 
merchandise carried by specialty stores, just because the specialty stores 
do not carry furniture, home furnishings, carpeting, and other cate- 
gories of merchandise traditionally carried by department stores. 
After months of dispute the issue—and there should never have been 
one—was resolved in favor of the specialty stores. 

From 1948 through 1951 the National Retail Dry Goods Association 
and the American Retail Federation carried on a vigorous campaign 
to secure the retroactive right to 1941 for retailers to use the LIFO 
principle, file claims for refund and recover many millions of dollars 
of taxes improperly collected because of Treasury Department rulings 
which directly overruled the wishes of Congress as expressed in its 
1939 legislation. The fight for retroactivity was lost because of the 
Treasury’s claim that the impact on the Federal revenue would be 
disastrous, although computations made by our associations and 
others, indicated that a realistic estimate of aggregate refunds would 
have been somewhere between $120 million and $500 million as con- 
trasted with the Treasury’s estimate of over $2 billion. 

The LIFO method of inventory valuation has one simple but ex- 
tremely important effect on business earnings. It reduces them in 
periods of price increases and increases them in periods of price de- 
clines and produces greater tax revenues when they are most needed. 

The series of charts presented here, taken from the brochure pre- 
sented to Congress in connection with the campaign for LIFO retro- 
activity, explain very clearly how the LIFO principle works. 

Had all taxpayers been allowed by the Bureau of Internal Revenue 
to adopt this pricing principle as originally intended in the 1939 act, 
much of the extensive price inflation now contained in current inven- 
tory values, would not exist. The United States Department of 
Commerce Survey of Current Business, issue of May 1953, on page 22, 
contains the following statement: 


Inventory growth has characterized the postwar period, but in most years 
it has been overstated by the reported change in book value. In 1947, for 
instance, only 1.4 billion of the book value change of 8.7 billion represented 
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physical change at current prices. The additional 7.3 billion increase in book 
value represented the effect of rising prices on inventory valuation. 

A very substantial portion of those $7.3 billion was paid out in in- 
come taxes to the Federal Government with a consequent serious im- 
pairment of the working capital of business concerns. 

Had 1947 spelled the end of the price rise, the overstatement of in- 
ventory values would have been serious enough. Prices continued to 
rise in 1948. In 1949 they started to drop and then came Korea in 1950 
with its sharply spiraling price rises, brought in part by actual 
shortages and in part by fear of the population that the conditions of 
World War II would repeat, and hard goods, as well as shirts, hosiery, 
sheets, pillowcases, and other types of merchandise would be un- 
obtainable again. 

In January of 1950, the J. L. Hudson Co., my employer, again 
seriously considered adopting LIFO. Prices had been declining for 
several months. The time seemed propitious to go on the plan. 
Before proceeding, however, we consulted our economist, asking him 
to project the price level on the basis of the 10 classifications of the 
Bureau of Labor Statistics LIFO index for each year to and including 
January 1960. His projection frightened us. The present LIFO rules 
require that once having adopted LIFO, the starting inventory value 
is frozen permanently into the balance sheet, regardless of whether 
prices are rising or falling. We projected tax costs for each year in- 
clusive of 1959, ending in January 1960. While the projection showed 
a very large protection of working capital for the year 1949, ending 
January 31, 1950, it showed that by January of 1955, the fall in the 
price level not only would dissipate the protection received for our 
1949 year, but also consume in excess of an additional $200,000 because 
of the effect of freezing the starting value of a LIFO computed inven- 
tory into all future calculations. This loss could never have been re- 
covered under the present rigid LIFO rules. We did not adopt LIFO. 
In spite of the fact we are convinced it is the proper basis for inven- 
tory valuation, we decided to wait for a more propitious point in the 
price cycle. 

With a court decision favorable to retailers in January of 1947, 
and with regulations unavailable until early 1948, prudent retailers 
did not dare adopt LIFO and forego the right to write down these 
same inventories they would have been forced to fix into all future 
values at the high cost values prevailing in 1947 and 1948, and which 
are still higher today. Accordingly price inflation has continued to 
accumulate in business inventories, creating large segments of un- 
realized profits upon which dividends, wage increases, income, and 
excess-profits taxes have been and are being paid. The inventories at 
inflated values constitute an overhanging threat of loss against future 
years’ profits in the event of future price deflation. All the signs seem 
to point toward a slow but steady deflation in the years ahead. 

Under the proposed amendment contained in H. R. 5295 and H. R. 
5296, to section 22 (d) (1) of the Internal Revenue Code, taxpayers 
can make permanent reductions in inventories to market value to the 
extent that prices decline below the starting cost computed under the 
LIFO method of pricing. This will permit companies which dared 
not adopt LIFO due to the narrow Bureau regulations in effect for 
the past several years, an opportunity to adopt LIFO without further 
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delay, and without surrendering the right to write down todays high 
beginning cost values, if prices decline. 

If this should seem too great an advantage is being given the tax- 
payer, it must be remembered that aempunies which adopt LIFO under 
the provisions of H. R. 5295 and H. R. 5296, are in the identical posi- 
tion if prices decline, that they would be if they remained on the old 
first in, first out (FIFO) basis, until such time as prices reached a 
lower level more acceptable for the purposes of a shift to LITO. 
Valuing inventories at the lower cost or market is an approved method 
by the Department of Internal Revenue if the taxpayer is on the FIFO 
basis of valuing inventories. This amendment to the code only gives 
the LIFO basis taxpayer the same privileges enjoyed by the FIFO 
basis taxpayer. 

It must be recognized also, that when prices increase over present 
levels, income that is reduced or rather deferred through the use of 
LIFO, will become additional income subject to taxes when prices re- 
cede. Thus no taxable revenues are permanently lost, they are shifted 
to the year when they are actually realized and available for taxation. 

There is a well-recognized accounting prince iple, that all foreseeable 
costs and losses should be provided for, and profits should not be rec- 
ognized until they are realized by actual sale. Many companies have 
refrained from adopting LIFO under present conditions — the 
administration of section 22 (d) (1), due to the opposition to its use 
for so many years by the Bureau of Internal Revenue, would force 
them to abandon sound and accepted business and accounting priciples 
of long standing. Long experiences has taught business people that 
costs and losses must be provided for when they appear because it has 
been demonstrated forcibly over the years that once a loss seems im- 
minent, it actually happens much more often than not. The principle 
that income should not be recognized until realized is based on the 
knowledge that until an item is actually sold, there is no assurance that 
it might not be sold at a loss. 

“Cost or market, whichever is lower,” as I have previously stated, 
is recognized by the Bureau of Internal Revenue as a proper pro- 
cedure for tax purposes in connection with other methods of inven- 
tory valuation. H. R. 5295 and H. R. 5296, in amending section 22 
(d) (1) of the code, grants the same privilege to LIFO basis tax- 
payers. This not only removes the inequitable discrimination against 
the LIFO basis of the present provisions of the code, but it will also 
accomplish three additional important corrections: 

1. It will alleviate the inequitable treatment retailing received be- 
cause of the adamant opposition of the Bureau of Internal Revenue 
from 1940 till 1948 to the right to use LIFO. It was only after 
Judge Opper in the Hutzler Bros. case ruled that Congress was right, 
that all taxpayers have been granted the privilege to use the LIFO 
basis of inventory valuation—that the Bureau of Internal Revenue 
relented in its attitude. 

It will not restore the tens of millions of dollars of taxes improperly 
paid since 1940, because of the Bureau’s position. It will protect 
those retailers which adopt LIFO after this revision to the code, from 
the hazards of price decline after they are on the LIFO method, so 
that at least to the degree of price decline in the period ahead, they 
will have restored to their base for LIFO inventory valuation, a price 
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level that approaches that of 1939 when Congress granted the right 
to use LIFO to all taxpayers. 

2. It will permit taxpayers to adopt LIFO at once. They will not 
be exposed to the hazard of trying to outguess the fluctuations of 
price movements. As has been pointed out earlier in this statement, 
under the present provisions of section 22 (d) (1) of the code, the 
taxpayer can remain on the FIFO basis of valuing inventories at the 
lower of cost or market until such time that he believes a price level 
has been reached emda for the switch to LIFO. 

H. R. 5295 and H. R. 5296 remove the necessity for such attempts 
to foret ell the future by t ixpayers, 

. It puts the reporting of business profits for tax purposes on the 
ame economically correct basis as that used by the Department of 
C ommerce in its national income accounting. 

In the National Income Supplement to the Survey of Current Busi- 
ness, 1951 edition, page 39, and again on page 21 of the May 1953 
issue of the Survey of Current Business is stated: 

The basic principle of the LIFO method, the charging of current ensts to 
current revenues, is essentially the same as that embodied in national-income 
concepts, 

To summarize, the National Retail Dry Goods Association and the 
American Retail Federation urge that the provisions of H. R. 5295 
and H. R. 5296 be enacted into law for the following reasons: 

1. By so doing, to some measure, the serious inequity imposed on 
retailers because of the adamant opposition of the Bureau of Internal 
Revenue to the adoption of LIFO by retailers, will be corrected. 
During the period of 10 years subsequent to 1939, prices have doubled, 
and have continued to rise since 1948. 

2. Giving all taxpayers who adopt LIFO, the right to write down 
to the current cost or market, will give them no greater deductions 
than they will have if they remain on FIFO, which permits valua- 
tion at the lower of cost or market, awaiting a lower seemingly de- 
sirable price level—then shift to LIFO. 

3. Encouraging the adoption of LIFO by permitting all taxpayers 
to use the “lower of LIFO cost or market” will prevent further paper 
profits if prices go up and thus prevent additional paper losses if 
and when prices recede from such hiehe r levels 

This will have the further advantage during periods of rising prices, 
of preparing more realistic earnings statements, devoid of paper prof- 
its, that will make for better understanding between management 
and labor, since wage demands follow closely reported company 
profits. 

4. Over a complete price cycle, the same amount of business profits 
will be available for taxation. Profits are merely shifted to the year 
within the cycle in which they are realized. On page 20, May 1953 
issue of Survey of Current Business, the Department of Commerce 
states 
Over a complete price cycle total profits before taxes will tend to be similar for 
any one firm, under either (LIFO or FIFO) method 

For shorter periods of less than a complete price cycle, the effect 
on taxable revenue will be to level out profits as between years, a 
definite benefit to both the business economy because of the protection 
to working capital since taxes will not be paid out of paper profits; 
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and to the Treasury because of greater stability of earnings subject to 
taxation as between years. 

_ Quoting from the Survey of Current Business, page 20, May 1953 
issue : 

Another reason for the spread of LIFO is the greater stability of LIFO profits 
relative to FIFO profits over an extended period. LIFO profits are lower in 
times of rising prices when profits are typically high. Conversely, reported 
profits are greater (or losses smaller) under LIFO than under FIFO in times of 
falling prices when profits are typically low. To many businessmen, the smoother, 
more stable picture of earnings provided by LIFO, is one of the more attractive 
features of the method. 

This quotation emphasizes the recognition of the Department of Com- 
merce of the desirability of the LIFO method of inventory valuation 
for all purposes. 

6. If all business concerns used LIFO in their published-earnings 
statements, there would be more realistic long-term appraisals of 
business earnings. This would tend to have a ‘moderating influence 
on cyclical swings in business activity, at least to the extent that such 
swings are due to price rises resulting from a national urge to build 
up inventories, or price declines, because of business fears of too heavy 
~The and a desire to liquid: ite them. 

Assuming that H. R. 5295 and H. R. 5296 are enacted into law, 
it i is extremely doubtful that all taxpayers would at one and the same 
time adopt the LIFO principle of valuation unless a serious upward 
spiral in prices should again manifest itself. If prices continue to 
recede as they seem to be doing now, there would be no need for haste in 
adopting the method. The effect on business — and tax revenues 
would be the same under either (LIFO-FIFO) method, since both 
methods would use the lower of cost or market for valuing inventories. 
The shift from FIFO to LIFO would be a gradual one over a period 
of years in my opinion, and the effect on the Federal revenue, slight. 

8. Finally, by permitting all taxpayers to adopt the lower of LIFO 

cost or market, price inflation will gradually be removed from all 
business inventories, business earnings will be actually realized earn- 
ings, available for wage increases, dividend payments, new capital 
investment so necessary to the continued growth of our economy, and 
tax payments. 

The Cuatrman. Thank you very much, Mr. Stephenson. We ap- 
preciate your appearing here. 

Mr. Sreruenson. Thank you, Mr. Chairman. 

The Cuarrman. The next witness is Mr. K. F. Briden, manager of 
the tax department, Archer-Daniels-Midland Co. 

We are glad to have you with us, Mr. Briden, and if you will give 
your name , and the « capacity in which you appear to the reporter, you 
may proceed with your statement. 


STATEMENT OF K. F. BRIDEN, MANAGER, TAX DEPARTMENT, 
ARCHER-DANIELS-MIDLAND CO., MINNEAPOLIS, MINN. 


Mr. Bumen. My name is K. F. Briden and I am manager of the 
tax department of the Archer-Daniels-Midland Co., Minneapolis, 
Minn. 

My subject has to deal with interest on LIFO refunds, where inven- 
tories have been involuntarily liquidated and replaced. This sub- 
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ject has come up before your committee before, but the taxpayers 
whom I represent need some relief. 

Section 22 (d) (6) of the code, enacted in 1942, and further amended 
in 1950, provides for the adjustment of a taxpayer’s prior-year-tax 
liability where inventories have been involuntarily liquidated and 
subsequently replaced. 

Section 22 (d) (6) (A) and (F) provide, in part, that any over- 
payment of tax in the year of liquidation, resulting from such ‘adjust- 
ment, shall be refunded without interest. 

I recommend and urge that legislation be enacted which will pro- 
vide for the payment of interest on refunds which have arisen under 
section 22 (d) (6) of the Internal Revenue Code. 

This proposed legislation was recognized in H. R. 6712 (80th Cong., 
2d sess.) , for it would accomplish the following objectives : 

It would accelerate the processing of LIFO claims for refund. 

Prompt receipt of refunds would obviate the necessity of borrow- 
ing by taxpayer for the purpose of obtaining working capital. 

It would eliminate inequities in the present law. 

Equity requires compensation for the use of money whether Gov- 
ernment or individual. 

Following the termination of the war, and even today, corpora- 
tions find themselves in a precarious cash position due in part to the 
long a ay in the processing of claims for refund under section 22 
(d) (6). These delays admittedly are in some instances unavoidable 
for the following reasons: 

A. The normal audit procedure and subsequent review involve a 
considerable lapse of time, due to the complexity of the subject matter. 

B. Other issues may be involved which even though of a minor 
nature prolong final determination. 

C. Many of these claims are in excess of $200,000 and, therefore, 
require time-consuming legal review and approval of the joint con- 
gressional committee. 

D. Obligations which bear interest naturally take precedence over 
a non-interest-bearing obligation. 

In 1948 a representative group of taxpayers met with Treasury 
officials in an attempt to find a remedy for the delay experienced in 
obtaining tax refunds resulting from LIFO liquidations and replace- 
ments. The urgency of the problem was recognized. As a result 
of these discussions, the House incorporated a provision for the 
allowance of interest on LIFO claims in its Revenue Revision Act 
of 1948, H. R. 6712. Section 108 of H. R. 6712 provided that interest 
should be allowed on overpayments which result from inventory liqui- 
dations and replacements beginning January 1, 1948, or 1 year after 
the filing of a claim, whichever was the later date, and conversely it 
provided that if there was a deficiency so resulting, interest should 
be charged from January 1, 1948, or the date for payment of the 
tax for the year of inventory replacement, whichever was the later 
date. H. R. 6712, although passed by the House, did not become law, 
as the 80th Congress, 2d session, adjourned before the Senate could 
act upon the bill. 

As Congress failed to enact this memedy, an administrative pro- 
cedure was worked out with the Treasury officials whereby an interim 
payment of 75 percent of LIFO refund claims is made prior to audit 
of the income and excess-profits-tax returns for the year involved 
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(Mimeograph 6361, 1949-1 CB 126). This procedure, while helpful, 

does not, however, satisfactorily solve the problem. The 25 percent 

retained by the Government without interest until final approved 

audit can and does amount to substantial sums. Lest it be thought 

that the solution to our experience lies in administration rather than 

compensation, a reflection on historical precedence will clearly incli- 
cate the impracticality of such avenues. 

Archer-Daniels-Midland Co., which I represent, due to economic 
circumstances beyond its control, was forced to liquidate a substan- 
tial portion of its inventories in the taxable years 1942, 1943, 1944, 
1946, and 1947. Fortunately, we were one of the companies that 
adopted LIFO in 1940, and we had a very low base. Again, I wish 
to point out that a refund for prior years does not necessarily result 
in a tax benefit. These inventories were fully replaced by the end 
of 1948. The replacement costs were vastly in excess of LIF O base 
costs, and, therefore, the t: axpayer became entitled to substantial re- 
funds for the years of liquid: ition, as far back as 1942. The reten- 
tion of 25 percent of such sums until final action has greatly weakened 
the company’s cash position. A company such as ours must borrow 
huge sums to meet its working-capital requirements. Such borrow- 
ings necessarily are increased due to the fact that these refunds are 
not available. Interest costs at advancing rates have created a fur- 
ther hardship. Perhaps it should be made clear that a refund for a 
prior year does not necessarily represent a tax benefit. Liquidation 
of inventories in 19438 and replace nent in 1945, both excess-profits- 
tax years, and also a liquidation in 1946 and replacement in 1948, both 
years in which a 38-percent tax rate prevailed, resulted in no tax 
benefit. Of the sums of moneys now due us, a substantial part thereof 
represents tax on involuntary liquidations in 1946 and 1947 with re- 
placements occurring in 1948. A refund such as this which results 
in no tax benefit whatsoever certainly should bear interest. The non- 
payment of interest in effect nullifies the relief provision of section 
22 (d) (6). 

It may be argued that the involuntary liquidation and replacement 
provisions of section 22 (d) (6) represent a departure from the prin- 
ciple of taxing income when earned and that, there fore, interest 
should not be allowed on such refunds. 

Although it is admitted that the provision is a departure, neverthe- 
less, it is essentially a relief provision to correct great inequities which 
would otherwise have prevailed. Its purpose is merely to reinstate 
the LIFO taxpayer to the position in which he would have been had 
he not been forced to involuntarily liquidate his inventory. In ef- 
fect, taxes paid for the year of li quidation constitute in part a bond 
or deposit which is refundable upon replacement at excess cost. This 
deposit, if not made available to the taxpayer in the year of replace- 
ment, should in all equity bear interest from the year of replacement. 

The fact that this is a relief provision should not be a controlling 
factor in determining whether interest should or should not be paid. 
There are other relief provisions in the Internal Revenue Code which 
provide for the refund of taxes assessed in prior years. To my knowl- 
edge, a LIFO refund is the only instance where the payment of in- 
terest is specifically prohibited by law. In this connection, reference 
is made to (1) section 124 (d), Termination of Amortization Period; 


+ . ° , 
(2) section 23 (s) and section 122, Net Operating Loss Deduction; 
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(3) section 722, General Relief—Constructive Average Base Period 
Net income; and (4) section 432, Unused Excess Profits Credit Ad- 
justment. 

I am cognizant of the committee’s stated purpose to limit testimony 
to suggestions for prospective rather than retroactive changes in 
the law. It is my position that the proposed recomme ndation does 
not constitute retroactive legislation inasmuch as its adoption would 
not entail any change in substantive law affecting a determination 
of tax liability. 

Under these provisions that provide for the payment of interest, 
this company which I represent has large sums of money tied up in 
the Treasury at the present time representing a 25-percent holdback, 
and we know of no way to get those sums out, which we need very 
badly in the business of our company. I do not know of any other 
suggestions than to ask that interest be te on those sums, because, 
for instance, our 1946 and 1947 refunds are purely no tax benefit 
to us. 

The Cuatrman. Thank you very much for your appearance and the 
information you have given the committee. 

The next witness is Mr. John V. Van Pelt, of the Kendall Co., 
Walpole, Mass. 

Please give your full name and the capacity in which you appear. 


STATEMENT OF JOHN V. VAN PELT III, REPRESENTING THE 
KENDALL C0., WALPOLE, MASS. 


Mr. Van Pert. My name is John V. Van Pelt III. I am comp- 
troller of the Kendall Co. My office is located in the town of 
Walpole, Mass. 

I have submitted a transcript of testimony, and I see no particular 
reason in repeating that if it is to be made a part of the record. 

The Cuarmman. You would like it made a part of the record ? 

Mr. Van Pett. Yes. 

The CnarrmMan. Without objection, it is so ordered. 

(The matter above referred to is as follows :) 


TEMPORARY INVOLUNTARY LIQUIDATION OF INVENTORIES OF TAXPAYERS USING 
THE ELECTIVE INVENTORY METHOD 


A. BACKGROUND OF CODE SECTION 22 (D) 


The Revenue Act of 1939 extended to all taxpayers the right to value their 
inventories on the LIFO (last-in, first-out) method, described in the act as the 
elective method. The primary purpose of this method is to permit taxpayers, 
in determining net income, to apply current costs against current sales. The 
regulations promulgated by the Commissioner under the 1939 and subsequent 
acts have defined and clarified the operation of the LIFO method and are 
generally satisfactory and workable so long as there is an even flow of product 
demand accompanied by a free flow of raw materials and goods at known or 
uniform prices. However, the normal operations of business economics tend 
to produce surges of demand which will preclude the immediate replacement 
of stocks of manufactured goods or seasonal raw materials and emergencies 
may arise which will shut off the supply of raw materials. Under these 
conditions LIFO may result in an improper statement of income unless remedies 
are effected which will permit taxpayers using the elective method to adopt 
the same methods of income determination for Federal tax purposes as would 
be used for income and budgetary determinations if these were dictated only 
by considerations of prudent operation and management. 
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The sale of a product without a corresponding purchase or manufacture 
causes a liquidation, permanent or temporary, of the constant or normal inven- 
tory which must ordinarily be carried to support operations at a normal or 
customary working capacity. If such a liquidation were to be made as a result 
of management policy looking toward the establishment of new and lower 
levels of normal inventory, there can be little doubt that a gain or profit should 
be recognized for purposes of both corporate and taxable income. Such a con- 
dition is contemplated under the statute providing for the use of the elective 
method and under the regulations issued in accordance with it. No change 
in this situation is required and none is suggested. 

However, when a taxpayer under the elective method makes a sale and does 
not make a corresponding purchase or is unable to provide replacement through 
the manufacture of goods, although it is general policy to cover sales with pur- 
chases or manufacture and he wishes in the particular transaction to follow 
out this general policy, the situation is entirely different. A profit or gain equal 
to the difference between the inventory price and the sales price of material or 
labor in the manufacturer’s product is apparently realized. The manufacturer, 
however, knows that if he is to resume and maintain operations on his usual 
scale, he must at some time replace the material or labor which he has sold 
at an apparent profit. To the extent that the current or replacement cost of the 
product exceeds the inventory price, the money which the manufacturer has 
received represents little more than a fund out of which he must eventually 
purchase or manufacture material to bring his inventory up to its required 
operating level. 

By the enactment of code section 22 (d) (6), Congress recognized that con- 
ditions arising in the Second World War and also conditions arising in the 
subsequent national emergency, including the necessary acts of the Govern- 
ment itself, forced taxpayers on the LIFO basis to liquidate temporarily their 
inventories required for customary and normal operations and that these had 
later to be replaced. Such legislation was we!l adapted to a specific need of the 
particuluar times, but failed to recognize the more usual situation which arises 
in normal business operations wherein sudden surges of customer demand toward 
the end of a taxable year may well lead to the depletion of inventories which 
will be replaced as promptly as possible when such demand begins to fall off. 
Were it not for the requirements of the Internal Revenue Code which forces the 
establishment of new inventory levels at the close of the taxable year, sound 
accounting would require the translation of management intent to replace these 
inventories into bookkeeping entries which would cause the illusory profits 
arising from the difference between the current or replacement cost of the 
inventories which had been liquidated and the inventory price at which the 
liquidated goods had been previously carried to be eliminated from the year’s 
operations, pending subsequent replacement of the goods. By this method the 
statements of profit and loss would still reflect an approximate matching of 
the replacement cost of material and other manufacturing costs with the related 
sales which is the basic intent of LIFO accounting. 


B. INDUSTRIAL PRACTICES IN THE USE OF LIFO 


There appears to be general ignorance on the extent to which LIFO is used 
as a management-control tool. It is, therefore, necessary to introduce evidence 
which indicates that the assumption that LIFO is solely a device for defer- 
ment of taxes is erroneous. 

Managements which attempt to cost their merchandising operations on the 
basis of the replacement cost of material and labor which is included in prod- 
ucts sold are attempting to determine income in accordance with the basic 
theories that underlie LIFO accounting. Exhibit A attached hereto sets forth 
the result of a questionnaire which was sent to a group of companies which 
indicate in the presentation of their financial statements that the LIFO method 
of costing sales has been used in whole or in part by such companies. As indi- 
cated in the exhibit, the major purpose of the questionnaire was to determine 
the extent to which such companies utilized LIFO or some related method of 
costing as a control mechanism for the operations of the companies’ merchan- 
dising departments. 

In analyzing this exhibit, the important factor to note is the number of cases 
percentagewise in which some form of current replacement costing was used 
as the basis of furnishing pricing information to sales departments and in pre- 
paring operating statements for management-control purposes. It is only 
through the use of LIFO that it is possible to use some form of replacement 
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eost accounting for these purposes without developing significant variances in 
the profit-and-loss account if any attempt is to be made in reconciling the cost 
data for management information with such profit-and-loss accounts. 

Of the 29 respondents to the questionnaire, 15 indicated that they either used 
current replacement cost or some closely allied method in furnishing informa- 
tion to those departments which established selling prices. Seventeen of the 29 
companies indicated that their operating statements furnished to manage- 
ment were costed on either a LIFO or current replacement cost basis. In other 
words, more than half the companies included in the study, all of which were 
using LIFO for financial-statement purposes, were using LIFO for internal 
control and operating purposes. This information is somewhat at variance with 
the generally accepted theory that LIFO has been adopted primarily as a tax 
device. 

It should also be noted that the circularization which is the basis for exhibit 
A has not been expanded to include groups of companies, including the witness’ 
own firm, with which the witness is familiar that use LIFO for control purposes 
Such companies were not included inasmuch as they were not at that time part 
of the survey made by the American Institute of Accountants which represented 
the basic material from which the list of companies to be circularized was ob- 
tained. 

C. HISTORICAL COMMENTS REGARDING THE ORIGIN OF LIFO 


In the light of the past history of LIFO and its forerunner, the base-steck 
method of inventory accounting, there is nothing strange in the results that are 
shown in the above-mentioned exhibit A. At the start of the First World War 
several corporations evidenced dissatisfaction with the then-accepted methods 
of inventory accounting, particularly in those industries where the inventory 
included large quantities of basic raw materials which were necessary for the 
conduct of the business. In most of such cases the raw-material content repre- 
sented a significant element in the final cost of the product. The corporations 
had as an objective the elimination of illusory inventory profits and losses from 
their annual statements of income which profits and losses arose because of 
fluctuations in the market prices of goods on hand at the beginning and end of 
the year, despite the fact that these stocks of goods were a requisite to the 
normal operations of the business. It was from this beginning that the base- 
stock method of inventory accounting evolved, whenein a certain segment of 
the inventory was set aside at a price generally below the current price around 
which the markets of such materials fluctuated. By holding such base stocks 
at a level price over periods of years, the result was to produce in cost of sales 
a price of materials which was substantially at current levels during the year 
of operations. The base-stock methods of inventory accounting, while arbitrary 
in relation to the quantities that were set aside and the prices at which they 
were established, was accepted as a method of inventory accounting by the 
public-accounting profession. 

The use of the base-stock method was continued without any consideration 
of the factor of potential tax deferment because over a period of years relatively 
low tax rates were in effect. The major force behind the adoption of the base 
Stock method subsequent to World War I lay in the field of its operating 
advantages. Since it was also advantageous to have the regular bookkeeping 
supported these operating controls carried on a basis similar to the tax accounting, 
the original pressures to obtain tax acceptance arose. 

The question as to the acceptability of the base-stock method for income-tax 
purposes was not specifically determined until the Supreme Court in 1929 ruled 
in the Kansas City Structural Steel Co. case that it would not be acceptable. 
However, this ruling was predicated in a large measure on the fact that there 
was no actual system of control by the taxing authorities over the quantities 
of inventory that were included in the base stock or the prices at which such 
stock was carried in the taxpayer’s return. With this situation the taxpayer 
might have been in a position to manipulate his income from year to year. 

During the period subsequent to 1929 many corporations did adopt the base- 
stock method even though this method was not permissible for tax purposes. 
The witness’ company was one of those that adopted the base-stock method in 
1932. In the meantime, attempts were made to find some acceptable method 
whereby the difficulties in administration of a tax law could be solved so that 
some adaptation of the base-stock method could be used for both management- 
control purposes and for tax accounting. 
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Continued pressure finally resulted in permissive legislation in 1938 so that 
certain industries were able to use LIFO in tax returns. In the following year 
further moditications of section 22 (d) of the Revenue Code permitted more 
widespread use of the method. Starting in 1939, many companies that had used 
the base-stock method for managemeut-control purposes also adopted LIFO for 
tax purposes, revising their previous base stocks and prices to conform to the 
LIFO requirements. Broadly speaking, LIFO only differed from the base-stock 
method in one essential; namely, that arbitrary factors were withdrawn and 
both inventory levels and prices were determined by actual conditions at the 
end of any given year. 

Undoubtedly, many of the corporations that adopted LIFO for the first time 
in 1911 did not adopt it with a view toward management control but thought only 
of the factor of tax deferment which became particularly attractive in view of 
the large increase in tax rates and the rise in prices that came with the advent of 
World War II. However, it is also clear that there have been other significant 
trends toward the adoption of LIFO accounting which have not occurred during 
periods of inflationary price trends and probable increasing tax levels. Reference 
is made to the volume, Accounting Trends and Techniques, which is an annual 
publication of the American Institute of Accountants, which has previously been 
referred to in connection with exhibit A, wherein an analysis of the financial 
statements of the companies included in the 1950 edition indicated that only 19 
percent of the companies examined used LIFO in whole or in part in valuing 
their inventories. In the edition published in 1952, 31 percent of the companies 
were using LIFO in whole or in part. During the intervening years business in 
general was looking for future periods of declining prices and yet a very signifi- 
cant number of corporations thought it advisable to adopt a method of accounting 
which, under existing tax laws, might well eliminate any possibility of their 
taking as deductions the projected decline in inventory prices. From conversa- 
tions with some of the corporations that adopted LIFO during this period it 
has been apparent that the general management utility of this device outweighed 
the thought of any gambling on the future levels of tax rates and prices. 


D. ADVANTAGES OF THE USE OF LIFO AS A MANAGEMENT CONTROL TOOL 


In order to set forth the advantages in as simple terms as possible, it might be 
well to quote from a speech made by the witness before the Wholesale Dry Goods 
Institute annual convention at the Hotel New Yorker on January 20, 1953. 

“* * * On a cash bases we have in that type (LIFO) of costing a relationship 
between cost of sales and the money that we have put out. 

“LIFO fundamentally prices cost of sales on a replacement basis. What does 
this do? When we reach a period of depression, LIFO costing eliminates the 
lag that exists in the absorption of higher priced goods as selling prices are 
weakening anid, therefore, impairing margins. This is the period of time when 
a business needs protection. It is during this time that your unit volume starts 
to fall off and just the mere lack of units will in and of itself deplete the overall 
margins of the business. There is another factor which goes with the theoretical 
LIFO application in that the theoretical LIFO application eliminates writing 
down to market when it is lower than cost. 

“Now let us look at LIFO in a rising market. If you cost goods when the 
demand is strong, on the basis of current cost of procurement, you keep the 
pressure on your merchandising manager rather than giving away a little bit 
of your gross profit to the customer at the one time when the customer is prob- 
ably anxious to get your goods, you will find that the merchandising manager 
will be in there struggling for that last one-quarter cent. If be gives that away 
on the upside, you are not going to get it back on the downside, because your 
competitor is the one that sets the price at that time. 

“There is another advantage to LIFO. ‘This has to do with the size of your 
inventory when you need inventories. Just a few minutes ago Mr. Hanes talked 
to you about the lid that you ran into during certain periods of time. That lid 
is purely a psychological reaction that stems from having certain thinking on the 
part of management during periods of poor business. . 

“If you take all the factors of the lagging of costs in a declining market, lower 
unit volume of sales, and the writedown to market, the management starts getting 
desperate. It immediately says, ‘Liquidate that inventory, Don't buy, and you 
reach the bottom of the cycle where you have nothing to sell. Business starts 
to move up, and what happens? You cannot get goods. You cannot satisfy your 
customers. The man who is on LIFO, however, does not get foreed into that 
position, or at least not as drastrically. He is much more likely to have goods 
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on his shelf at a time when he can sell them and he is not forced into purchases 
which are not sound. 

“There is even one further very broad advantage: This has to do with the 
national economy. If we look at the mechanics in an understanding manner, we 
find that most of the depression periods are nothing but accumulations of being 
scared on the part of everybody. Where does this stem from’ Nineteen times 
out of twenty it stems from some place like the stock market. You first get 
a drop there and somebody gets a little worried and does not buy. Somebody 
else lays off people and then the whole thing begins to snowball—al) because 
earnings are being hurt, and badly hurt, by the rolling up of all these factors 
that tend to charge your costs at a time when your costs can least afford to bear 
excess charges. Granted that in the period of recovery you do not make as good 
earnings. But that is at the time your sales are rising and you do not really need 
them.” 


E. PRIMARY WEAKNESS IN PRESENT APPLICATION OF LIFO TO BUSINESS OPERATIONS 


It is necessary under present tax laws that when LIFO is used for tax 
purposes the books be maintained on the same basis as the tax return. The tax 
method introduces one element which serves as a sort of straitjacket on sound 
business operations. In an effort to eliminate any factor of arbitrary establish- 
ment of the quantities in the LIFO base, the Congress so arranged the mechanics 
of LIFO that a new LIFO base was determined each year. In the event that 
the new LIFO base of the current year was higher than that of the preceding 
year, the increment was costed at current year costs. If the base was lower at 
the end of the current year than at the end of the preceding year, the reduction 
in inventory entered into cost of sales at the value at which it had been carried 
in the LIFO base. In periods of stable prices no great harm can arise from 
this situation since the costs of the current period may well be the costs of the 
earlier period when the increment was added. 

However, stable prices are not a normal factor in business, even during periods 
when we are not beset by war conditions or financial panics. Commodity prices 
particularly will rise and fall and perhaps to a lesser extent so will the cost of 
other goods that we buy for manufacturing purposes. An increment of a pre- 
ceding year may be at a price level considerably different from the costs of the 
curreit year and if the increment is several years old the chances are that it will 
be vastly different from current period costs. 

In the event that a corporation enters into a program of liquidating inventories 
with the objective of going out of some portion of its business or because of the 
substitution of new materials in its product lines, it is only proper that the 
corporation should realize gains or losses on the liquidation of the inventories 
involved. To do so causes no hardship on the control of normal merchandising, 
Under such conditions there is obviously a change in the merchandising plan and 
attendant with a change in a merchandising plan extraneous charges and credits 
are to be expected. 

However, if the normal flow of business induces a liquidation of inventory at 
the year-end, it may well be possible that low-cost goods will flow into current 
cost of sales and thereby upset all of the objectives of sound management con- 
trol over merchandising operations. Under such conditions it would be the man- 
agement’s intention to replace those goods as soon as the exigencies of the 
moment permitted replacement in order to maintain the continuity of merchan- 
dising control that will permit of the inelusion in current cost of sales of the 
goods arising from the liquidation at some current level of cost. 

Liquidations of the type referred to are not within the control of management 
so long as wanagement follows the normal business pattern. In the first place. 
each LIFO pool is of itself subject to liquidation. Those corporations that have 
adopted pools that are separate for raw materials, work-in-process and finished 
goods must, therefore, be able to process the goods so that they will flow through 
the normal production pattern before replacement can be made beyond the pool 
containing raw materials. In addition, in many industries it is impossible to 
acquire raw materials at a moment’s notice. If a surge in customer demand is 
created toward the close of a taxable year, the immediate result will be that the 
corporation may suffer an involuntary liquidation of some or all of its LIFO 
pools. Unless provision is made for replacement of these LIFO pools at current 
cost levels, either the entire merchandising control can be upset, or else the 
results of operations of all merchandising departments will bear no relationship 
to the overall profit and loss results. 
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This situation was recognized by Congress during the Second World War and 
in further extension of the code during the Korean crisis by the institution of 
amendments to the code that provided for the replacement of involuntarily liqui- 
dated inventories where the liquidation could be traced to war or national 
emergency conditions. These sections of the code were adequate for the purposes 
for which they were designed but are completely inadequate when related to the 
normal rises and falls in the levels of business activity. 

It is important that the tax laws do not serve to hamstring sound business 
operations. For this reason recognition should be given to the fact that the 
normal operations of business cycles can induce involuntary liquidation during 
peacetime. Provision should be made for the replacement of such involuntarily 
liquidated inventories. This can be done without too much opportunity for 
manipulation of taxable net income. 

A corporation should be given the opportunity of filing an election with its 
tax return in a year when its inventories had been involuntarily liquidated, 
because of normal business-cycle conditions. Such a corporation should then be 
given an opportunity to file a claim for refund, if its inventories in the particular 
pools involved at the end of any of the next succeeding 3 years reached levels 
which would represent a total or partial replacement of the earlier liquidation. 
The original election would establish the amount by which current cost or, in 
the event that commitments had been made for replacement of the inventory, 
replacement cost, exceeded or differed from the LIFO price at which the liquida- 
tion had occurred. If replacement is ultimately made, the adjustment to cost 
of goods sold for tax purposes in the year of liquidation would represent the 
difference between the LIFO price and the current or replacement cost deter- 
mined at the end of the liquidation year, and any difference between this adjust- 
ment and the amount finally paid in effecting replacement would be applicable 
to the year of replacement. 

Under these conditions, a corporation could maintain its book and taxable net 
income on an equivalent basis and still maintain sound merchandising control. 
The corporation that wished to maintain such merchandising contro] would set 
up a reserve for replacement which would be equivalent to the amount shown in 
the election. To this extent their book net income would differ from their taxable 
net income at the time of the liquidation but such difference would be elimi- 
nated if there is a replacement. 

It would be necessary, in order to insure sound business operation, that more 
than 1 year would be allowed for the replacement because it is possible that 
there may be a repetition for 2 succeeding years, or possibly for 3 years, that 
surges in demand so close to the end of the year as to preclude replacement of the 
inventory may reoccur and yet would not constitute a normal pattern. 

The institution of such a provision in the code would probably have a negligible 
effect on the collection of tax revenues by the Government. Today most corpora- 
tions on a LIFO basis watch their inventories very closely as they approach the 
end of a taxable year. When they are faced with surges in customer demand 
which indicate a possibility of liquidation it is probable that the corporation will 
immediately resort to steps to preclude the actual occurrence of the liquidation. 
A company may go out and buy goods on a rising market just to be sure that it 
will maintain its inventory level and thereby eliminate the loss of a low-cost 
LIFO base, taking the chance that they will not suffer pricewise on the inventory 
that was so purchased. Such abnormal operations produce additional demand 
in strong markets which will tend to accentuate peaks and valleys of business 
eycles. In other words, the amount of taxable net income due to involuntary 
liquidation is minimized through the adoption of uneconomic factors. This does 
not make for sound business operations and, therefore, for the good of the 
national economy. If sound business practices are followed, overall corporate 
income should rise, with a consequent increase in corporate taxable net income. 

Moreover, conditions are not equitable between different corporations, because 
some companies that have branded products in a separate pool would not be in a 
position to go out and replenish their inventories if a sudden surge in customer 
demand reached them at the end of a year. On the other hand, companies in an 
industry dealing in a staple product can shift goods back and forth with other 
members of the industry, particularly when some of the members of the corporate 
units may not be on LIFO. 


F. SUMMARY 


An attempt has been made to show that managements use LIFO as a control 
mechanism rather than as is popularly supposed solely as a tax-deferment device. 
LIFO as it is presently administered under the Internal Revenue Code will pro- 
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duce, on certain occasions, extraneous charges or credits to income which tend 
to mitigate against the effective use of LIFO as a management-control mecha- 
nism. These extraneous charges or credits arise because of liquidations which 
may occur solely due to business demand that arises at certain periods within 
a taxable year. 

In order to make LIFO a more effective management tool consideration should 
be given to providing means whereby the impact of the extraneous charges or 
credits can be removed. The removal of these impacts should not be forced upon 
the efforts of management, because such efforts can only lead to uneconomic 
operations ; therefore the solution lies in attempting to find a legislative answer 
to the difficulties. This can be done by providing for an election by a taxpayer 
in the year of a liquidation which will permit him to claim involuntary liquida- 
tion and also permit him to make replacements within some limited period of 
years, the amount of taxable adjustments have been determined at the time of 
the liquidation. 

In view of the fact that corporations today generally resort to uneconomic 
steps to eliminate liquidations, there would be a tendency to produce sounder 
operating results, and therefore probably higher taxable net income through the 
adoption of this procedure. Since managements tend to minimize involuntary 
liquidations there would be no substantial loss of revenue to the Treasury 
Department from the adoption of the suggested amendments to the code. 


Exuinir A—Resutts or Stupy To DETERMINE THE EXTENT TO Wuicu LIFO Is 
Usep as A TooL IN THE CONTROL OF MERCHANDISING OPERATIONS 


METHOD USED 


Circularization of 66 corporations whose statements had been reviewed in the 
fourth annual survey, Accounting Trends and Techniques, prepared by the Amer- 
ican Institute of Accountants covering corporate financial statements of corpora- 
tions whose fiscal years ended July 1, 1949, to June 30, 1950. 

Specific exclusion was made of companies in the textile industry in view of the 
fact that the group undertaking the study had had personal contact with most 
of the companies in that field. 


SCOPE OF QUESTIONNAIRE 


The questionnaire consisted of 13 separate points designed to bring out the 
following information: 

A. Extent to which the corporation used LIFO as the basis of costing its 
inventories. 

B. Methods used in determining the LIFO cost of inventory. 

C. The extent to which the LIFO costing method or allied principles were used 
in furnishing information to those departments which determined pricing policies. 

D. Methods used in costing merchandising responsibilities. 

K, Extent to which LIFO was used in correlating raw material purchases with 
sales commitments. 

F. Treatment or contemplated treatment of writedowns to market when market 
might be lower than LIFO cost, gains or losses arising from liquidation of low- 
cost LIFO inventories, charges or credits due to changes in the mix of LIFO 
pools, and gains or losses attributable to excessive or short coverage in matching 
or purchase commitments for basic raw materials against sales commitments. 

G. General questions relating to inventory classifications and any general com- 
ments which the respondents were willing to make. 

Point B above was covered by two questions. Point D above was covered by 
two questions. Point E above was covered by two questions. Point F above was 
covered by 3 questions and point B above was covered by 2 questions. 


SUMMARY OF RESULTS 


Points A, B, and G were included to furnish background material in appraising 
the conditions under which the answers to the other questions were furnished. 
For this reason, no summarization is made of results covering these three points. 
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The extent to which the LIFO costing method or allied principles were used in 
furnishing information to those departments which determined pricing policies 
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various product lines or operating groups 


Extent to which LIFO was used in correlating raw-material purchases with sales 
commitments 

Ten of the respondents indicated that LIFO base inventories were considered 
to a greater or lesser extent in formulas which governed the correlation that 
exists between purchases und sales. In view of the fact that practices differ, it is 
necessary to analyze separately the various methods which were mentioned: 

A, One company uses a formula only in the last quarter of the year and steps 
up purchase commitments or regulates deliveries to customers in order to avoid 
LIFO liquidation. This company was classified in the food tield. 

B. Based upon projected demand 12 months ahead and projected production, 
purchase commitments are established by 1 company in the vil industry to cover 
production deficiencies to maintain LIFO levels. A second company in the 
oil industry related purchase commitments of basic commodities with sales 
commitments of all products and did not attempt to control the base stock in 
each LIFO pool on a separate basis because of manufacturing difficulties that 
would be encountered. 

C. Two companies maintained separate departments which covered the pro- 
curement of goods. One of these did not use LIFO as a basic consideration 
under normal! conditions, treating it as important only when liquidation factors 
might be a significant factor. This company was in the manufacturing industry 
classification. The second of these companies permitted its purchasing function 
to go long or short of the LIFO base but charged that department with the gains 
or losses emanating from the position taken. This company was classified in the 
food field. 

D. One company classified as manufacturing, one company classified as food, 
and one company classified in the metals industry maintained a position record 
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based upon the excess of commitments plus goods on hand over the LIFO base 
inventory and attempt to correlate future purchase commitments with sales, 
In one instance the correlation was based on forecast rather than day-to-day 
orders taken. 

E. One company did not explain the formula that was used but indicated that 
there was some correlation based upon the purchase and sales commitment posi- 
tion in excess of the LIFO inventory. ‘This company was classified in the manu- 
facturing industry. 

I’. While the questionnaire was not so detailed as to ask for methods by which 
purchases and sales were controlled by companies which ignored LIFO in this 
connection, one respondent specifically stated that the purchasing program was 
based upon estimates and purchases were made when prices were deemed to be 
advantageous, without considering the LIFO position. At the time that the 
company might muke extended coverages, hedzes would be taken against such 
coverages apparently in a short position, without being related to the fact that 
part of the base stock was on LIFO. ‘This company was in the food field. One 
company the oil industry and another company in the food field indicated 
that their purchasil . prog is Were established based ipon forecast, but did 
not indicate whether consideration was given to the LIFO position or not. 


Treatment or contemplated treatment of writedowns to market when market 
might be loire than LIFO cost, gains or losses arising fro liquidation 
of low-cost LILO inventorics, charges or credits due to changes in the miz 
of LIFO pools, and gains or losses attributable to excessive or short coverage 
in matching of purchase commitments for basic raw materials ayainst sules 
commitments 


Twenty-three of the respondents indicated that they had or would write 
down to market when market was lower than LIFO cost. Three of the companies 
indicated that they would not write down to market; 3 of the companies did not 
answer the question: 6 of the companies indicated that they would apply such 
writedowns to the merchandising responsibilities or products involved. 

Eighteen of the respondents indicated that gains or losses arising from the 
liquidation of LIFO inventories were separately treated in financial statements 
and were not carried to the underlying merchandising responsibilities. Six 
compiunies did not answer this question. Of the remaining 5 companies, 1 com- 
puny drew an apparent distinction between those liquidations which were 

ed by the merchandising departments and those liquidations which were 

to the exigencies of business conditions The planned liquidations were 
charged to the appropriate merchandising responsibility. Of the 17 companies 
that treated gains osses apart from the merchandising responsibilities in- 
volved, all but 2 of the companies indicated that such gains or losses were 
included with other LIFO adjustments and represented a difference between 
the profit or loss on merchandising operations and the general profit or loss 
of the entity. Of the remaining 2, 1 indicated it had had no liquidation and 
the other did not explain specifically whether the gains or losses were set out 
r were included with other LIFO adjustments. 
he respondents furnished any information with respect to changes 
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separately ¢ 
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one 
in the mix of LIFO pools or gains or losses attributable to excessive or short 
coverage in matching of purchase commitments for basic raw materials against 
sales commitments, with the exception of one company in the food tield whieh 
has been previously mentior ed where the gains or losses attributable to excessive 


or short coverage were charged to the purchasing department. 
CONCLUSIONS 


This study was made for the purpose of determining whether or not LIFO 
has a general use beyond its theoretical application as a tax-deferment device. 
Practices followed by the respondents would seem to indicate that better than 
half the companies recognize the advant herent 1 LIFO costing as a 
means of controlling merchandising and pricing operations. It would appear 
that the coping with the gains or losses arising from liquidation represents 
an unsolved problem with respect to most of the companies Apparently the 
recognition of the utility of LIFO is not limited to any one industry, but is 
pretty generally appreciated over a wide range of industries with the exception 
of the retail industry. 

In making this study textile companies were purposely ignore n view of 
the fact that we already had considerable information wit] 
in the textile industry. We have seen evidences of 


chandising control in several of tl 


¢ ‘ 


1ose textile companies wl 
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In final summation, it seems to be a reasonable conclusion that there is a 
significant trend toward the utilization of LIFO for the costing of merchandising 
operations in the case of companies which have adopted LIFO for general- 
financial-statement purposes. The one insoluble problem, which is due to present 
tax laws would seem to be the handling of gains or losses arising from involun- 
tary liquidations of inventory when such liquidations arise from the normal 
flow of business. 

Mr. Van Pexr. I would like to make some supplementary com- 
ments to that transcript which may clarify some of the points in it. 

I have found that the basic subject of LIFO is very difficult, and 
the particular phase of it I wish to talk about is inventory liquida- 
tion—not the percentages provided for in section 22 (d) (6) which 
are based particularly upon wartime factors and factors which had 
to do with national emergencies, but factors which are due to oper- 
ating conditions. 

LIFO is an operating pool and should be made workable in such 
a way that it assists managers in properly running their businesses. 
In a great many companies the type of business is such and the pooling 
within the LIFO groups is such that, if you get a rush of business 
at the end of the year, liquidation is created, because the pool is so 
limited that it is necessary to manufacture goods in order to ship 
them to the consumer, and you must service your consumers’ demands 
and, if your manufacturing processes are too long to provide for a 
replenishment of inventory, the eompany will suffer liquidation, 
What I would hope to get would be a new liquidation provision en- 
tirely apart from any wartime measure that would be so written as 
to protect the Treasury Department. 

The Crarrman. Have you made such a recommendation in your 
statement ? 

Mr. Van Petr. Yes; that is in there. 

The Cuarrman. And a draft of it? 

Mr. Van Pett. I state two salient points. I did not attempt to 
draft any proposed legislation. 

The principal point involved is that in our company and in a great 
many other companies which I have studied, the merchandising oper- 
ations of the company are predicated on a replacement cost of ¢ opera- 
tion. In other words, the cost of goods sold at the merchandising 
level is deteymined on present prices of the goods that are presently 
on the market. If one suffers an involuntary liquidation shortly before 
the end of the year and is unable to replace the goods, the cost of sales 
will then bring in a low cost LIFO basis that was inherent at the 
beginning of the year. If a short-term relief provision is provided 
as generally outlined in this transcript, then it would be possible for 
that company to set up a reserve on its books and bring its cost of sales 
back to the replacement-cost basis. 

I did prepare an example, which I am not going to take the time 
to present, which, in effect, shows that, in gener al ter ms, the way 
businesses price their goods in times of heavy demand, they usually 
use a margin percentage, and merchandising departments would prob- 
ably charge more money in periods of peak demand for their goods 
if their costs were higher. As a net result, rather than reducing the 
taxable income, the corporate profits would be increased if the compa- 
nies were able to bring into their cost of sales the present replacement 
cost. 
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There are other factors that are beneficial. If a factor of this na- 
ture is brought into the picture, companies that have very lost-cost in- 
ventories flowing into their cost of sales in periods of peak demand 
have a desire to look at the margins they are making on their goods, 
and they run their factories too fast and they will often pass a period 
of peak demand and get into a slump on the other side. And instead 
of having cut back production at the right time, they continue into 
the falling-off period. As a result, they accentuate the peaks of 
the business cycle. 

These are points we have found in our own business. They are 
points strongly supported by our merchandising department and the 
tax people and are echoed by several other companies we have con- 
tacted to find out how they use LIFO internally. 

I want to add that we do not contemplate that permanent liquida 
tions, of which there were many after the conclusion of the Second 
World War, where companies actually took into income the gains 
that were made because of their dipping into their low-cost LIFO base, 
should avoid taxation. That definitely is a permanent part of the 
management program. Those factors I am talking about are real 
management programs that are forced out of tune by temporary 
economic conditions and management intends to replace those inven- 
tories shortly after the conclusion of the year. 

I thank you. 

The Cuarrman. We thank you very much for your fine presentation. 

At this point, I would like to ask unanimous consent of the committee 
to permit this fine group of business people here to file statements in 
lieu of appearance, namely: Dr. Paul H. Nystrom, Limited Price 


Variety Stores Association, Inc., New York City; Commerce and 
Industry Association of New York; American Bar Association ; Amer- 
ican Cotton Manufacturers Institute; American Mining Congress; 
National Coal Association; letter, American La France Foamite 
Corp. 

(The statements above referred to are as follows:) 


STATEMENT BY PAUL H. NySsTRoM, PRESIDENT, LIMITED Prick Variety STORES 
ASSOCIATION, INc., New York, N. Y.. ON AMENDMFNT TO SECTION 22 (D) OF THE 
INTERNAL REVENUE Cope To PERMIT LIFO TAXPAYERS TO USE Cost OR MARKET, 
PROPOSED IN H. R. 5295 anv H. R. 5296 


The Limited Price Variety Stores Association is made up of 7.400 member stores 
which represent in excess of 85 percent of the total retail sales of the variety 
trade of the United States. 

This statement is a brief summary of our views and is offered as a supplement 
to the more detailed testimony of other principal retail witnesses who are 
scheduled to appear on this subject. It is presented in support of H. R. 5295 
and H. R. 5296, identical bills, to authorize cost or market as a method of deter- 
mining inventory values for companies operating on a LIFO basis 

The LIFO, last in-first out principle of inventory accounting was approved 
by Congress in 1939 because it was recognized that most businesses must have 
a stable basic inventory on which to operate. A ruling by the Bureau of Internal 
Revenue withheld this method of accounting from all but a relatively few 
companies dealing in homogeneous products. 

That the LIFO principle could and might be applied to other types of business 
was established in 1947 when the Tax Court specifically ruled that retailers 
could qualify for LIFO by the use of Government-approved price indexes. 
However, price rises by that time and subsequently have put later LIFO users 
at a disadvantage and have kept many from adopting it at all. 

To correct this inequality and to remove the gamble from a basically sound 
principle of accounting, favorable action by the Congress on a bill to permit 
inventory valuation on either a cost or market basis for LIFO users is required. 
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The retail-inventory method, recognized and accepted by the Bureau of Internal 
Revenue, is based on cost or market value of inventories. At the present time 
this applies only to those companies using the FIFO, first in-first out, accounting 
method. Legislation to extend this to LIFO users seems only fair and just. 

Rtetailers, large and small, are in business to distribute everything that is 
produced on the farms and in the factories of this country to all of the people 
in the country, at the lowest possible cost. These retailers are not speculators, 
They don’t want to be and shouldn't be put in the position, as they are at the 
present time, when they must guess the proper time to adopt the LIFO method, 
or be at a competitive disadvantage and perhaps not in a position to sell as 
cheaply and serve their customers as well as they desire. 

Other testimony in support of H. R. 5295 and H. R. 5296 will, we understand, 
cover the technical details and the theory of the LIFO method. This statement 
is offered for retailers in the limited price variety field who are convinced that 
LIFO has a stabilizing effect on the economy. LIFO provides the most accurate 
reflection of actual inventory valuation. It should be available to all users 
on an equal basis, regardless of when it is adopted. We, therefore, respectfully 
urge vour favorable action on one or the other of the identical bills before you, 
H. R. 5295 and H. R. 5296. 

rhank you for your consideration of these views. 


COMMERCE AND INDUSTRY ASSOCIATION OF New York, INC., 
New York 7, N. Y., July 14, 1953. 
Topic No. 19, LIFO inventory accounting. 
Hon. DANTet A. REED 
Chairman, Committce on Ways and Means, 
Vew Tlouse Office Building, Washington, D. C. 

Dear ConcRESSMAN REED: Commerce and Industry Association of New York, 
Inc., wishes the following recommendations to be inserted into the record of 
the hearings of the Ways and Means Committee pertaining to the revision of the 
Code: 

1. Lower of cost or market LIF O.—Many taxpayers who were prevented from 
electing the LIFO method of inventory valuation, when it was first permitted for 
tax purposes, by the erroneous strict administration of the Treasury Department 
were later afraid to make the election when amended regulations and decided 
court cases removed these barriers. Spiraling prices coupled with the require- 
ment that inventories be carried strictly at cost made such an election an 
extremely dangerous business risk. 

An amendment to the Internal Revenne Code which would eliminate the 
requirement that inventories valued under the LIFO principle be carried strictly 
at cost, substituting therefor the right to use cost or market, whichever was 
lower, would remove an unfair and discriminatory restriction from the law. 
The removal of this restriction would permit many more companies to elect 
LIFO withont fear of unjust taxation in a declining market. The widespread 
use of LIFO woenld be a substantial barrier against reflecting inflated inventory 
values in financial statements. 

H. R. 5295 or H. R. 5296 which would permit LIFO inventories to be valued at 

r market, whichever is lower, should be enacted into law. 


1 
i 


roluntary liquidation of LIFO inrentorics.—A permanent workable invol- 
liquidation provision, which will protect LIFO basis taxpayers from 
ixes on incomes distorted for reasons beyond their control, should be 
into the code. 

The permanent provision should be along the lines of H. R. 9794 introdneed 
on November 30, 1950, by Representative Sidney Camp, and H. R. 9847 introduced 
on December 5, 1950. by Representative Daniel Reed. 

Sincerely yours, 
THOMAS JEFFERSON MILEY, 
Erecutive Vice President. 


STATEMENT ON BEHALF OF THE AMERICAN Bar ASSOCIATION IN Re Toprc 19, LIFO 
INVENTORY ACCOUNTING 


Inasmuch as a representative of the American Bar Association will not appear 
in person on the above topic it is requested that this statement be received and 
filed. 
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In cases where, upon retirement of elective inventories involuntarily liquidated, 
deficiencies or refunds are determined for the year of involuntary liquidation, the 
present law (sec. 22 (d) (6) of the Internal Revennue Code) provides that no 
interest is payable on such deficiencies or refunds. Subsection (a) provides for 
interest on such deficiencies from January 1, 1948, or from the due date of the 
tax for the year of replacement, whichever is later; and provides for interest 
on such refunds from January 1, 1948, or from the date of filing of the claim 
for refund, whichever is later. In view of the recent addition (by Public Luw 
919, S8ist Cong.) of subparagraph (F) to the code provision in question, a corre- 
sponding change is made by subsection 109 (b) of the bill for years to which 
subparagraph (F) is applicable. 

A provision to make this recommendation effective was contained in the Reed- 
Camp bill, as follows: 


“Seo. 109. Last-In, Frrst-Out INVENTORY—INTEREST ON ADJUSTMENTS 


“(a) The last sentence of section 22 (d) (6) (A) (relating to the involuntary 
liquidation and replacement of elective inventories) is hereby amended to read 
as follows: 

“*Any increase in such taxes resulting from such adjustments shall be assessed 
and collected as a deficiency with interest computed from January 1, 1948, or 
from the date prescribed by law for the payment of the tax for the year of replace- 
ment, whichever date is the later, and any overpayment so resulting shall be 
credited or refunded to the taxpayer with interest computed from January 1, 
1948, or from the date of expiration of 1 year after the filing of a claim for 
credit or refund of such overpayment, whichever date is the later.’ 

“(lb) The last sentence of section 22 (d) (6) (F) (i) (relating to involuntary 
liquidation and replacement of elective inventories) is hereby amended to read 
as follows: 

“*Any increase in such taxes resulting from such adjustments shall be assessed 
and collected as a deficiency with interest computed from the date prescribed by 
law for the payment of the tax for the year of replacement, and any overpayment 
so resulting shall be credited or refunded to the taxpayer with interest computed 
from the date of expiration of 1 year after the filing of a claim for credit or 
refund of such overpayment.’ 

“(c) The amendment made by subsection (a) shall be applicable with respect 
to taxable years beginning after December 31, 1940. The amendment made by 
subsection (b) shall be applicable with respect to taxable years ending after 
June 30, 1950.” 


STATEMENT oF C, W. KAste, Jr., SECRETARY AND ASSISTANT TREASURER, DEERING, 
MILLIKEN & Co., INc., New YorkK, N. Y. 


My name is C. W. Kable, Jr. I am secretary and assistant treasurer of Deering, 
Milliken & Co., Inc., located at 240 Church Street, New York, N. Y. This state- 
ment is made on behalf of the American Cotton’Manufacturers Institute, whose 
headquarters are in Charlotte, N. C. I am chairman of the tax committee of the 
institute, which is a trade association including in its membership about 85 per- 
cent of the total spindleage of the cotton textile industry. 

At the present time, the Internal Revenue Code does not permit the write 
down of LIFO inventories to market, where market is lower than the LIFO 
inventory cost. One of the principal reasons why a larger number of American 
businesses have not adopted the last-in, first-out method of inventory valuation 
is because they fear declines in inventory market prices below the costs prevail- 
ing nt the time the LIFO inventories were originally acquired. 

When the LIFO method of inventory valuation was first permitted by Con- 
ress in 1939, the law limited the valuations of inventory units to cost, whereas, 
laxpayers using the first-in, first-out method are entitled, under regulations 
promulgated by the Treasury Department, to employ either cost, or cost or market, 
whichever is lower, on a consistent basis. For many years after 1939, the 
Bureau of Internal Revenue discouraged the use of LIFO by taxpayers by lay- 
ing down other very strict requirements—so strict in fact that compliance with 
their rules largely nullified the purposes of the statute. Except in the cnse of 
such industries as oil, steel, and meatpacking, where inventories are fungible 
and do not vary substantially in number of units year after year, these require- 
ments rendered LIFO impracticable from the standpoint of most taxpayers, and 
even in the industries just mentioned considerable difficulty was encountered. 
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The decision by the Tax Court in the Hutzler Bros. Co. case, which approved 
the application of LIFO to taxpayers using the retail inventory method, and the 
use of the dollar-value method led the Treasury Department to issue T. D. 5756 in 
1949. The relaxation of the strict rules for the application of LIFO method 
came too late for taxpayers who had failed to take advantage of this sound 
inventory cost method when the law was enacted. They found that prices by 
1949 had risen so high that they were again afraid to elect LIFO because of a 
possible deflationary price cycle. In a long period of continued inflation such as 
we have experienced since 1940, in which cost levels generally have substantially 
increased, taxpayers which had not been using LIFO were required to report as 
profit their increase in the costs of their basie inventories. None of these 
increases, of course, were realized on the balance sheet dates. Should prices 
really decline, however, FIFO taxpayers will be able to establish losses to offset 
the profits previously reported. However, our point is that neither the profits 
due to unit increases in the cost of basic inventory, nor losses due to correspond- 
ing decline are actually realized at the ends of the periods in which these adjust- 
ments are taken into account by FIFO taxpayers. 

Further, if in 1949 taxpayers previously on FIFO had switched to the last-in, 
first-out method of inventory valuation, and prices had materially declined in 
the interim period, they would have been deprived of their right as FIFO tax- 
payers to write down closing inventory to market, and thus they would be 
compelled to pay taxes on unrealized income at both sides of the business cycle. 

Our contention, as a matter of sound accounting, and as a matter of sound 
development of Government revenue, is that no tax should ever be imposed upon 
an amount of income which has not vet been realized by a taxpayer. Judged by 
this criterion, neither FIFO, nor LIFO on the basis of cost alone, represents a 
sound basis for the statement of income realized within a taxable year, on a 
consistent basis. Our goal is difficult to attain, but viewed from the standpoint 
of our own criterion, it is our opinion that the valuation of LIFO inventories on 
the basis of cost or market, whichever is lower, furnishes the soundest basis of 
inventory valuation available to the taxpayer and the Government. 

Fivery business is required to carry substantial inventories on a permanent 
basis. To the manufacturer the raw materials on hand, in process of manufac- 
ture, and the finished stock in the hands of his salesmen, on hand, on display in 
his show rooms, ete., is as necessary to the successful promotion of his business 
as the oil in a pipeline to an oil company. Thus, it is perfectly obvious that 
although inventory is generally classified as a curent asset, this is true only to 
the extent by which a manufacturer has augmented his inventory over normal 
requirements, either because business is good and he intends to sell it quickly, or 
because business is bad and he had decided not to shut down and gamble with 
the future. 

In certain respects, therefore, LIFO as a method of inventory valuation has 
something in common with the usage of the base-stock method which originated 
in Europe in the latter part of the nineteenth century. The base-stock method 

not approved as a method of inventory valuation by the United States 
ury Department because it involved an arbitrary price applied to an 
trary number of inventory units. LIFO, however, defines the acceptable 
quantity as the quantity on hand at the end of the year, equal to the quantity on 
ind at the beginning of the year. Units in excess of the number on hand at the 
beginning of the year are priced on the basis of acquisitions during the year, 
nder electives provided in the statute. This affords the last-in, first-out method 
of inventory valuation a flexibility never attained by the base-stock method. The 
permissive usage of cost or market, whichever is lower, rather than cost alone, 
places LIFO on the basis wherein every possible step may be taken to eliminate 
losses or profits from inventory which have not been actually realized during a 
taxable year. 

There should be no argument, either from the standpoint of accounting 
principles or commonsense, against our contention that no taxable profit or 
loss should arise from mere changes in value of commodities which taxpayers 
must continue to own in order to stay in business. Therefore, in the case of 
any FIFO taxpayer whose normal number of units in inventory was 1,000, for 
example, who in 1940 had those units valued at X, whereas in 1950 they were 
valued at 2X, he certainly should not have been compelled to pay a tax on such 
unrealized profits. Similarly for the future, if any FIFO taxpayer were to go 
on LIFO at a time when commodities were valued at X and held them through 
a period when they are worth only one-fourth X, he should not be taxed on 
the difference between one-fourth X and X when the objects in inventory are 
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not sold, and cannot be sold for more than one-quarter of their original LIFO 
cost. In fact, the imposition of the tax on this taxpayer, at a time when the 
price structure is going against him, particularly if he is a manufacturer and 
has to process the commodity, thereby involving a time element when prices 
are declining, is not only unjust—it might actually make it impossible for him 
to continue in business. For the reasons stated, it is respectfully submitted 
(a) that LIFO is a method superior to FIFO because it tends to draw into the 
income account raw-material items most recently acquired for resale, and (b) 
that cost or market, whichever is lower, is the only sound basis for the accounting 
for the value of any inventory on either LIFO or FIFO. 

In an article in the June 1953 Journal of Accountancy, H. T. McAnly, member 
of the certified public accounting firm of Ernst & Ernst, stated: 

“It is particularly significant to note that the United States Department of 

Commerce, in its determination of national business income, develops inventory 
valuation adjustments which, in effect, put all industry on a LIFO basis. Its 
1951 income supplement, on page 39, makes the following statement: ‘The 
LIFO method inventory accounting yields results most akin to national income 
practice’ * * * to determine income on a sound basis, the Department of Com- 
merce feels it necessary to exclude from income any amounts which result from 
mere price fluctuations in continuing inventory investment.” 
Mr. McAnly also points out that the present rule which does not permit LIFO 
inventory to be written down to market is particularly unjust to those com- 
panies which were misled from adopting the application of LIFO in the early 
1940’s due to narrow interpretations by the Bureau of Internal Revenue. In 
that connection he states: 

“Certainly they should now be able to adopt LIFO at present cost levels to 
prevent further inflation of profits if prices continue to rise, without losing the 
right to adjust their beginning cost level if prices go below that point in the 
future. They would only be retaining the privilege they now have under 
FIFO. * * * The justification for the introduction of market into the LIFO 
formula is merely one of straightening out the inequities which have developed 
from lack of understanding of the practical LIFO application * * * coupled 
with the need for a provision in the law which makes it possible for any company 
to adopt LIFO at any time in the future without having to give consideration 
to the possibility of a future unfavorable tax position.” 

Proposed legislation is now before Congress in the text of identical bills 
(H. R. 5295 and H. R. 5296) introduced by Representatives Byrnes of Wisconsin 
and Camp of Georgia. We respectfully urge that the Ways and Means Com- 
mittee take favorable action to obtain passage of the legislation proposed in 


those bills. 


AMERICAN MINING CONGRESS, 
Washington, D. C., July 10, 19538. 
Topic 19, LIFO inventory accounting. 
Hon. DANtet A. REED, 
Chairman, Committee on Ways and Means, 
House of Representatives, Washington, D. C. 

Dear Srr: We respectfully submit the attached statement regarding certain 
points with respect to the subject of LIFO inventory accounting, 

This statement we believe is reasonably self-explanatory, so we are not request- 
ing personal appearance before your committee, but request that it be appro- 
priately incorporated in the record of these hearings. 

Respectfully, 
HENRY B. FERNALD, 
Chairman, Tax Committee. 





STATEMENT SUBMITTED BY THE AMERICAN MINING CONGRESS REGARDING CERTAIN 
Points WITH ReEspeEcr To Toprc 19. LIFO INVENTORY ACCOUNTING 


INVOLUNTARY LIQUIDATION OF LAST-IN, FIRST-OUT INVENTORIES 


The law now recognizes, in principle, the involuntary liquidation of these 
inventories. The provisions were, however, drafted as special emergency provi- 
sions, and have been written only from the emergency standpoint. 

The provisions for involuntary liquidation of such inventories should be 
established on a permanent basis and the section should be rewritten from that 
standpoint. 
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This would naturally eliminate any expiration date as to the applicability of 
the section, and would call for revision of the statement of tests. It would also 
all for consideration of the order of allowance of replacement. All of these 
and other features should be considered from the permanent standpoint. 


REFUNDS OB CREDITS FROM REPLACEMENTS OF LAST-IN, FIRST-OUT INVENTORIES 
INVOLUNTARILY LIQUIDATED 


Under section 22 (d) the excess cost of replacing last-in, first-out inventories 
involuntarily liquidated is, in the year of replucement, retroactively chargeable 
to costs of the year of liquidation. The procedures established to allow prompt 
refunds when replacement is made have not been working out effectively in 
practice. 

lt is recommended that section 22 (d) be amended so that credit against the 
tax for the replacement year may be taken by the taxpayer for any tax reduction 
resulting from the adjustment of the taxes for the year or years which are affected 
by replacement of the involuntary liquidation. 


LAST-IN, FIRST-OUT INVENTORIES ON BASIS OF COST OR MARKET, WHICHEVER IS LOWER 


Under greatly changed situations as to cost and prices which have arisen since 
original adoption of the last-in, first-out method in the law, we juin with others 
in urging that this method for last-in, first-out inventories should permit stating 
of such inventories at the end of any year on the basis of cost or market, which- 
ever is lower. 


STATEMENT OF LOVELL H. PARKER, CHAIRMAN, SPECIAL TAX COMMITTEE OF THE 
NATIONAL CoAL ASSOCIATION, IN RE Toric 19, LIFO INVENTORY ACCOUNTING 


Mr. Chairman and members of the committee. My name is Lovell H. Parker, 
of Washington, D.C. Iam chairman of the special tax committee of the National 
Coal Association. The National Coal Association is the trade association of the 
bituminous coal-mine operators, and has in its membership the producers of 
approximately two-thirds of the Nation’s commercial tonnage of bituminous coal. 

The bituminous coal industry urges the adoption of legislation along the lines 
of H. R. 5295 (introduced by Congressman Byrnes) and H. R. 5296 (introduced 
by Congressman Camp). These bills would permit taxpayers using the last-in, 
first-out method of inventory valuation to reduce inventory valuations to market 
value, where market value is lower than the inventory valuation. 

A great number of taxpayers have avoided the adoption of the LIFO method 
of inventory valuation because of the fear of declines in prices helow the costs 
prevailing on the basic LIFO date. H. R. 5295 and H. R. 5296 would eliminate 
this hesitancy by allowing the taxpayer using LIFO to use current market prices 
or LIFO cost, whichever is lower, for valuation of inventory. 

As the law stands, the LIFO method in a falling market requires the unrealistic 
result of an inventery carried on financial statements at an amount in excess 
of the market value thereof. In the absence of amendment, the LIFO method 
requires the taxpayer, in his computation of income, to ignore a decline in the 
market value of inventory below the inventory valuation. 

Adoption of the principles of H. R. 5295 and H. QR. 5296 will have the effect of 
removing discrimination hetween taxpayers using LIFO, since the amendment 
would place taxpayers who adopted LIFO on the basis of comparatively high 
cost levels in substantially the same position as their competitors using LIFO 
with a lower level as a starting point 

It is our belief that Congress shonld adopt this amendment now, instead of 
waiting until we have a period of widespread declining market prices. In the 
absence of this amendment, a large percentage of taxpayers who would other- 
wise use LIFO are unwilling to avail themselves of the benefit of this provision 
becanse of the knowledge that declining market prices would put them in the 
untenable position of computing their income on the basis of inventory valua- 
tions far in excess of market prices. : 

We believe that over a period of vears, no substantial revenue loss to the Gov- 
ernment would result from the adoption of H. R. 5295 or H. R. 5296. 
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AMERICAN-LAFRANCE-FOAMITE CORP., 
Elmira, N. Y., June 26, 1958. 
Hon. Danret A. REED, 
Chairman, House Ways and Mcans Committee, 
House of Representatives, Washington, D. C. 

Dear Sir: We wish to place the enclosed statement on file with the Ways and 
Me:ns Committee, for presentation in connection with hearings on tax legisla- 
tion. particularly with reference to the Byrnes-Camp bill, H. R. 5295, amending 
section 22 (d) of the Internal Revenue Code to permit use of the lower of cost or 
market principle in LIFO inventory valuations. 

We respectfully suggest that, for the reasons given in our enclosed state- 
ment, the members of the Ways and Means Committee report favorably on 
H. R. 5295 in time for its passage at the present session of Congress. 

Very truly yours, 
AMERICAN-LAFRANCE-FOAMITE CoRP., 
C. A. PETTYJONUN, 
Vice President, Secretary, and Treasurer, 


AMERICAN-LAFRANCE-FOAMITE Corp., 
Elmira, N. Y., June 26, 1958. 
To the Ways and Means Committce of the House of Representatives. 

GENTLEMEN : We are in favor of passage of H. R. 5295, amending section 22 (d) 
of the Internal Revenue Code, for the following reasons: 

1. A decline in market value of commodities will work a disproportionate 
hardship on all LIFO taxpayers under the present provisions of section 22 (d) in 
that their taxes will not be reduced commensurately with reduction of earnings 
arising from loss of inventory value. The result of such a situation. consider- 
ing the large number of corporations now reporting income according to the 
provisions of section 22 (d), would be to depress further the Nation’s economy. 
Permittnig the use of the lower of cost or market principle to LIFO taxpayers 
as proposed in H. R. 5295, will alleviate this danger by giving LIFO taxpayers 
relief equivalent to that afforded FIFO taxpayers. 

2. Passage of the presently proposed legislation (H. R. 5295) would have the 
desirable effect of attracting many more taxpayers to use of the LIFO method, 
thereby fostering more uniform reporting of the profit results of American 
business. 

Very truly yours, 
AMERICAN-LAFRANCE-FOAMITE CorpP., 
C. A. PETTYJONN, 
Vice President, Secretary, and Treasurer. 


The Cuatreman. If there are no further witnesses and no further 
questions, the committee stands adjourned until tomorrow morning 
at 10 o’clock. 

(The following material was submitted for the record on topic 19:) 


STATEMENT OF THE NATIONAL ASSOCIATION OF MANUFACTURERS ON Topic 19, 
LIFO INVENTORY ACCOUNTING 


The association supports the legislation embodied in H. R. 5295 and H. R. 5296. 

These bills would amend section 22 (d) of the Internal Revenne Code to allow 
LIFO taxpayers to use cost or market, whichever is lower. This would permit 
LIFO taxpayers to make reductions in inventory valuations to market value 
when such value is lower than LIFO cost. It would place taxpayers on an equal 
basis, in regard to choice and use of the LIFO principle. 





STATEMENT BY ELLSWorTH C. ALVvorn, WASHTNGTON 6, D. C., IN Re Tortc 19, LIFO 
INVENTORY ACCOUNTING 


Under section 22 (d) (6) of the Internal Revenue Code the period within 
which replacements can be made of World War II liquidations of LIFO inven- 
tories (liquidations occurring in taxable years beginning after 1940 and prior 
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to 1948) expires with the close of the taxpayer’s last taxable year ending prior 
to January 1, 1953. The time for replacement of Korean liquidations (liquida- 
tions occurring in taxable years ending after June 30, 1950, and prior to 1954) 
expires with the close of the last taxable year ending prior to January 1, 1956. 

It is now quite apparent that a large number of taxpayers were unable, by the 
end of 1952, to replace in full involuntary liquidations sustained during World 
War II. The time for such replacements should be extended to January 1, 1956. 

The Revenue Act of 1951 amended section 22 (d) (6) to provide that liquida- 
tions during the Korean period shall be treated, for replacement purposes, as 
having occurred prior to World War II liquidations. This was intended to per- 
mit replacement of World War IT liquidations ahead of Korean liquidations. 
The amendment, however, has without justification proven harmful to some 
taxpayers who sustained liquidations of inventory during 1948 and 1949, years 
to which section 22 (d) (6) is not applicable. Thus, if a taxpayer had a small 
amount of involuntary liquidations in 1947, not yet replaced, and suffered heavy 
liquidations during 1948 and 1949 and during the Korean period, the replace- 
ment of the Korean liquidations could not be made until he had first replaced 
not only the liquidations in 1947, but also the liquidations in 1948 and 1949. If 
he had no involuntary liquidations prior to 1948, the taxpayer could replace the 
Korean liquidations without first replacing the 1948 and 1949 liquidations. The 
statute should be amended so as to eliminate from consideration liquidations 
occurring in 1948 and 1949. 

Recommendations: 

(1) Extend the time within which replacement may be made of World War 
II liquidations so that the period for replacement will close with the last taxable 
year ending prior to January 1, 1956, in lieu of January 1, 1953, as under existing 
law. Thus, the time for replacement of World War II and Korean liquidations 
will expire at the same time. 

(2) Provide that all liquidations occurring after 1947 shall be treated, for 
replacement purposes, as having occurred immediately prior to the first taxable 
year during World War II for which the taxpayer made an election with respect 
to involuntary liquidations. Thus, World War II liquidations will be replace- 
able ahead of voluntary as well as involuntary liquidations occurring during the 
Korean period, and the liquidations occurring in 1948 and 1949 will be eliminated 
from the picture. This change should be applicable with respect to replacements 
occurring during taxable years ending after June 30, 1950. 


NATIONAL Biscuit Co., 
New York 14, N. Y., July 28, 1953 


Hon. DANIEL REED, 
Chairman, House Ways and Means Committee, 
House of Representatives, Washington, D. C. 

DeAR CONGRESSMAN ReeED: Representative Byrnes of Wisconsin has intro- 
duced H. R. 5295, a bill to amend section 22 (d) of the Internal Revenue Code. 
The prime purpose of this bill is to permit those taxpayers using the last-in, 
first-out (LIFO) method of inventory to value their inventories at the lower 
of cost or market, rather than at cost only. The adoption of H. R. 5295 is urged 
by this taxpayer for the reasons stated below, and we request that this state 
ment be placed on file in the current tax hearings before your committee. 

A. Adoption of the LIFO method of inventory by taxpayers whose operations 
require tremendous inventory quantities of basic commodities is highly de- 
sirable becaust 

1. LIFO relates current material costs to current sales prices of products 
manufactured therefrom and thereby promotes more rapid adjustments of 
finished product prices to the ultimate consumer. 

2. LIFO minimizes fictitious paper profits and losses resulting from fluctuat- 
ing price levels. 

8. During the inflationary period following World War IT and for those tax- 
payers who adopted LIFO before 1945, LIFO has cushioned the impact of fall- 
ing prices on profits and thereby strengthened the whole economy by anticipat 
ing possible inventory losses. One of the basic reasons for business failures in 
the depression of the 1930's was the failure to reserve sufficient amounts of 
fictitious inventory profits reported during the late twenties to meet the market 
price declines on basic and semifinished commodity inventories that occurred 
in the early thirties. Had LIFO been adopted before the high prices of the 
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late twenties, many taxpayers would have been able to weather the inventory 
losses that subsequently occurred. 

4. LILO prevents taxes being assessed unfairly on fictitious inventory profits 
that will not be earned until sales are finally completed. 

BR. The LIFO method of inventory has already been adopted by thousands of 
taxpayers since it was originally authorized Some of those taxpayers were 
fortunate enough or farsighted enough to adopt the LIFO method during the 
thirties when the prices of their basic commodities were at relatively their low 
est levels. Others, like National Biseuit Co., did not adopt this method unt 
considerably later; in our case, 1950. As a result of the higher price levels 
which applied in recent years for those taxpayers newly adopting the LIFO 
method of inventory, it is apparent that with present lower prices on some 
commodities certain taxpayers at the close of their current taxable year may 
be forced to cost their inventories at a price higher under LIFO than the cw 
rent market inventory price. This is a highly undesirable economic situation 
for the following reasons: 

1. The balance sheet inventory values on the taxpayers’ books will be over 
stated to the extend that the LII°O cost exceeds the market price 

2. Taxes, at a possible 82-percent rate, will be assessed against such over 
statement of current inventory value. 

3. Thus the very advantages that are gained in stabilizing the economy 
through use of LIFO in a period of inflation are exactly reversed and become 
unsettling penalties under existing tax laws, if a period of deflation carries 
prices below the LIFO base prices. 

Cc. It is for these reasons that the taxpayer earnestly requests that favorable 
consideration be given to the adoption of H. R. 5295. This bill will preserve all 
of the advantages of the LIFO method of inventory during inflationary periods, 
and will eliminate any offsetting penalties during periods of price defiation for 
those taxpayers who happen to adopt LIFO in a period of relatively high prices 
It should lead to more widespread adoption of the LIFO method of inventory 
and thereby promote greater economic stability during periods of fluctuating 
commodity price levels. 

Very truly yours, 
A. T. BULLOCK, Treasurer 


STATEMENT SUBMITTED BY THE NATIONAL ASSOCIATION OF Woo, MANUFACTURERS 
In Re Topic 19, LIFO INVENTORY ACCOUNTING 


The association recommends amendment of the code to provide that whenever 
the market value is lower than LIIFO cost at the end of any year, this lower 
market value should become the new LIFO cost base. Such action will remove 
one of the deterrents to use of this method of inventorying and avoids the neces 
sity of incorporating inventories in financial statements at values higher than 
current market. 


STATEMENT BY PauL D. Seauers, Esa., CHAIRMAN, FepERAL Tax L&GISLATIVE 
COMMITTEE OF THE FepeRAL Tax Forum, INc., or New York Crry, In Re Topix 
19, LIFO INVENTORY ACCOUNTING 


Taxpayers using the LIFO inventory method for income-tax purposes should 
be permitted to value their inventories at the lower of cost or market while the 
Excess Profits Tax Act of 1950 or a similar act is in force, and for a period of, 
say, 5 years thereatter. 

In order to remedy the injustice done to taxpayers who might have elected to 
use the LIFO inventory method in the past but who were dissuaded from doing 
so by the advice of the Bureau of Internal Revenue, it is proposed to permit 
LIFO taxpayers, while the Excess Profits Tax Act of 1950 or a similar act is in 
force, and for a period of, say 5 years thereafter, to write down their inventories 
to market whenever this is lower than the LIFO cost. Such written-down cost 
would be the LIFO cost from thenceforward. This provision will have little or no 
effect on taxpayers who made an early election to use the LIFO method, but it 
will protect taxpayers who would have elected to use the method in the past 
but who were dissuaded from doing so by the advice of the Bureau of Internal 
Revenue. While this is not a completely equitable solution so far as these 
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taxpayers are concerned, it is probably the closest approach to such a solution 
which is practicable. Strict justice and equity would require that these tax- 
payers be allowed to elect LIFO retroactively, but the large amount of refunds 
which would be due if such provision were enacted would probably make such 
legislation impracticable. 


STATEMENT OF AMERICAN FEDERATION OF LABOR RE Topic 19, LIFO INVENTORY 
ACCOUNTING 


We would be prepared to support any legislation necessary to achieve effective 
and equitable administration, but assume technicians connected with Internal 
Revenue Bureau and Treasury officials would approve only such changes as 
are in accord with principles of equity and sound business practice. This has 
been used as device to escape taxation and the American Federation of Labor 
would oppose amendments that would result either in tax avuidance or further 
evasion. 


STATEMENT BY ADDISON B. CLONOSEY, EsqQ., ON BENALF OF RESEARCH INSTITUTE 
oF AMERICA, New YorK, N. Y., Re Topic 19 


The advent of nylon and other similar synthetic textiles has created a problem. 
This class of material has consistently been reduced in price, presumably because 
of its wider use and, therefore, greater production. This reduction in price is 
far greater, percentagewise, than any changes that have occurred in the cotton- 
textile market during a similar recent period of 2 years. 

It is cbvious, therefore, that the earlier and higher values make up our base 
prices, and we are valuing these synthetic materials higher than their real or 
market value. 

The problem has now become a substantial one for us, and seemingly may 
become more substantial as new synthetics are introduced into the market, 
always at relatively high prices in the beginning, with gradual and substautial 
reductions thereafter taking place. 

This condition can, of course, be corrected by companies when operating on 
the LIFO valuation basis are permitted to use market prices when they are lower 
than the established bases. 

This is a change we believe should be made because, as the regulation now 
reads, companies who carry very little inventory have the advantage mentioned 
above, while those companies whose business is of a nature that requires large 
inventories are penalized in comparison, 


STATEMENT OF Det R. Patce, CrAtRMAN, TAXATION ComM™MITTEE, Georata STATE 
CITAMBER OF COMMERCE, ATLANTA, GA,, Re Topic 19, Last-IN-First-Out (LIFO) 
INVENTORIES 


The law should be amended to permit taxpayers electing the LIFO principle 
to value inventories at the lower of LIFO cost or market. 


(The Georgia State Chamber of Commerce submits for the record 
the following recommendation with regard to item 19:) 


LIFO INVENTORY ACCOUNTING 


One of the express purposes of Congress in authorizing the last-in, first-out 
(LIFO) method of inventory valuation in 1989 was to provide a means by which 
price inflation could be eliminated from business profits and inventory values. 
Under the LIFO method, taxpayers are not presently permitted to write down 
inventory to market price, if prices fall below the level in effect when the LIFO 
method was first elected. Consequently, many taxpayers who should adopt the 
LIFO principle are failing to do so for fear of having inventories frozen at high- 
price levels. This committee recommends that the law be amended to permit 
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taxpayers electing the LIFO principle to value inventories at the lower of LIFO 
cost or market. 


(The Pennsylvania State Chamber of Commerce submits for the 
record the following recommendation :) 


LIFO INVENTORY ACCOUNTING 


(a) Valuation of LIFO inventories at cost or market.—It is recommended that 
for years beginning on or after January 1, 1952, and extending to the end of 
the fifth calendar year following the date of the expiration of the excess-profits 
tax, taxpayers using the LIFO method of accounting should be permitted to value 
their inventories at cost or market, whichever is lower. 

(0b) Price index for manufacturers using LIFO.—Under existing practice, 
retailers using the LIFO method of accounting are permitted by the Commissioner 
to determine the value of their inventories by reference to price indexes published 
by the United States Bureau of Labor Statistics. The use of such indexes affords 
a sound and workable method of determining the value of inventories and at 
the same time relieves the taxpayer of considerable expense which would other- 
wise be involved in the determination of such value. It is recommended that 
the use of such indexes be extended to manufacturers employing the LIFO 
method of accounting, as well as to retailers. 


(The committee thereupon adjourned until tomorrow, Wednesday, 
July 22, 1953, at 10 a. m.) 





